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Financial Highlights o= Bancorp
Four Year
Compounded
Growth Rate
For years ended December 31 2001 2000 1999 1998 1997 1997 - 2001
Highlights
Net income $2,152,001 $1,729,778  $1,446.842  $1,000,097 $592,539 38.0%
Retum on average assets 1.03% 1.08% 1.03% 0.89% 0.68%
Retum on average equity 13.17% 13.09% 11.74% 10.84% 10.01%
Net interest margin 4.04% 4.75% 4.29% 4.36% 4.34%
iIncome Statement Data
Net interest income $8,054,847  $7,167,837  $5629,062  $4,611,737  $3,563,314 22.6%
Provision for loan losses 300,000 215,875 188,875 178,000 169,000
Non-interest income 1,505,222 865,878 1,270,868 1,004,970 452,137
Non-interest expenses 5,870,931 5,095,732 4,425,213 3,859,510 2,949,623
Balance Sheet Data at December 31
Total Assets ! $223,183,463 $178,565,375 $146,802,481 $129,808,511 $101,697,119 21.8%
Total Deposits 184,264,796 135,017,427 123,383,354 108,740,055 88,207,007 20.2%
Total Loans 124,937,483 110,356,471 84,917,615 77,272,145 64,254,810 18.2%
Shareholders' Equity 17,432,944 15,220,830 12,479,498 12,261,223 6,372,540 28.6%
Intangible Assets } 0 16,355 33,629 50,903 68,177
Allowance for Loan Losses 1,414,495 1,132,555 941,556 775,530 627,722 22.5%
Share Information
Eamings per share - Basic $1.54 $1.28 $1.03 $0.87 $0.65 24.1%
Eamings per share - Diluted $1.48 $1.21 $1.00 $0.85 $0.64 23.3%
Book value per share §12.47 $10.83 $8.88 $8.75 56.99 16.5%
Average diluted shares outstanding 1,452,296 1,427,934 1,449,583 1,180,954 921,630 12.0%
Capital Ratios
Total capital to risk-weighted assets 12.82% 13.46% 15.14% 15.21% 14.06%
Tier 1 capital to risk-weighted assets 11.86% 12.53% 14.17% 14.30% 13.05%
Tier 1 capital to average assets 7.57% 8.61% 9.44% 9.63% 7.58%

™ All share information has been restated for the effect of a 5% stock dividend declared in December 2001.
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PRESIDENT’S
MESSAGE

To Our Shareholders:

| am pleased to report that 2001 resulted in
record earnings for 1°' Constitution Bancorp.
For the year ended December 31, 2001, the
corporation reported net income of
$2,152,001, or $1.48 per diluted share, which
represents a 24.4 percent increase in
earnings when compared to net income of
$1,729,778, or $1.21 per diluted share
reported last year. All per share amounts
have been adjusted to give effecttoa s
percent stock dividend which was declared on
December 20, 2001.

The growth in earnings is primarily attributable
to a 12.4 percent increase in net interest
income, a 27.2 percent growth in core
deposits, and the continued broadening of
non-interest income, which reached record
proportions for the year, up 73.8 percent. The
growth in net interest income was primarily *
due to the expansion of consumer and
commercial lending activities, coupled with
the company’s ability to control its interest
expense. Increases in core deposits and non-
interest income were driven by management’s
ability to expand its overall client base, and
through the generation of other fees related to
1" Constitution’s retail lending activities. Qur
year-end assets reached $223.2 million,
compared with $178.6 million just a year ago,
representing another milestone for the
Company.

Our record net income generated a return on
average assets of 1.03 percent and provided
a 13.17 percent return on average equity for
the year 2001. The growth in net income over
the years 1997 — 2001 reflects a four-year
compounded growth rate of 38.0 percent,
which continues to be driven by loans,
deposits and non-interest income.

| am equally pleased to share with you the
positive growth in our common stock, which
closed on December 31, 2001 at $22.00 per
share, up 100 percent from the previous year
end. On August 15, 2001, 1st Constitution
Bancorp became a U.S. Securities and
Exchange Commission reporting company
and, subsequently, on December 28, 2001,
began trading on the NASDAQ® National
Market. This action to move from the Over-
the-Counter market to the NASDAQ® National
Market is part of a long-term business plan to
improve communication and reporting to
current shareholders and to expand that base
to other interested parties.
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For the year 2001, all categories of loans
grew by a combined total of $14.5 millicn, to
$124.9 million or by 13.2 percent, while non-
performing loans remained wel! below staie
and nationwide averages at 0.49 percent of
total loans. The allowance for loan losses
was increased during the year through
provisions totaling $300,000. This brought
the allowance for loan losses to $1,414,485,
or 1.13 percent of total loans at Decembear 31,
2001.

Through its community banking business, 1st
Constitution offers a range of deposit,
brokerage, and credit products, as well as
electronic and remote banking services. In
2001, community banking continued its efforis
to build a customer-focused franchise.
Initiatives to strengthen deposits and increase
revenue contributed by fee-based sources
helped to expand earnings growth during the
year. Targeted sales and marketing
campaigns designed to attract new business
and retain existing customer relationships led
community banking to increase its deposits by
$49.2 million to $184.3 million, a 36.5 percent
increase over last year. Overall these efforis
helped boost the sale of fee-based producis,
and fuel the growth in non-interest income,
which increased by 73.8 percent to $1.5
million for the year. Community banking also
leveraged 1st Constitution's position in
technology to improve productivity and
streamline a variety of sales and services.
This ongoing focus combined with our
commitment to managing cost improved the
operating efficiency of the company. During
the first quarter of 2002, we are scheduled to
open our sixth branch banking office located
at The Windrows at Princeton Forrestal,
Princeton, NJ. We are also in the process of
concluding negotiations to open a seventh
office in eastern Middlesex County which, if
negotiations are successful, is projected to
open in the last half of the year.

Moving into 2002, technology will continue to
play a key role in community banking strategy
to enhance its customer experience and help
drive revenue growth. At

www. 1stconstitution.com, clients or
perspective clients can review a full range of
product offerings and interact directly with 1st
Constitution staff through an E-Mail system.
A state of the art bill payment system further
supports online banking and stands ready to
pay customer's bills twenty four hours a day,
seven days a week, either by predetermined
entry, or through access at anytime a
customer may choose.
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The consumer continues to represent an
important aspect of our business, being the
driving source for core deposits and the basis
for a substantial portion of our lending
activities. Our product offerings to serve this
important group have been developed with
the thought of convenience and easy access.
1st Constitution also recognizes that
customers want to receive service via their
most convenient delivery channel, be it the
traditional branch office, by telephone, ATM,
or the Internet. For this reason we continue to
enhance our e-Commerce capabilities. This
overall expansion in electronic banking offers
our client base another means to access 1st
Constitution in an efficient straightforward
manner which, in our view, adds value.

Small business is a fundamental
concentration of business which 1st
Constitution considers an important initiative
within its market place. During 2001, we
expanded our account officer base and
concentrated our business development
activities toward focused marketing and sales
programs. We refined our cash management
system which we offer to small business and
focused a concerted effort in upgrading our
lockbox function. On the credit side,
commercial lending and construction lending
continue to be primary lines of business for
the Company. The small business lending
function through state agencies and at the
federal level along with Business Manager®,
a hybrid between asset based financing and
factoring are two specialty lending functions
which differentiate 1st Constitution from its
competitors. The goal of our small business
strategy is to continue to be in a position to
serve clients in an efficient manner and at a
reasonable cost, while providing the kinds of
innovative services which meet their needs in
a changing environment.

Although 2001 was a year of substantial
success for 1st Constitution Bancorp, it was a
year in which our country was shocked and
devastated by the World Trade Center
Disaster. We at 1st Constitution want to
express our sympathy to all the families who
lost loved ones and acknowledge all of the
police, fire, emergency services personnel,
and other volunteers for their courageous
efforts. We will continue to do our part in
cooperating with U.S. government officials
and regulatory agencies in order to provide
ongoing assistance to help defeat terrorism.

As we enter 2002, we remain committed to
achieving the highest standards of financial
per;formance and customer service throughout
our organization. The banking industry will
cor;ltinue to experience significant change in
the years ahead and we at 1st Constitution
are determined to be in a position to compete

successfully in this changing environment.

Our commitment, therefore, is to maintain a
clear focus on the communities we serve,
provide a superior level of service to our client
base, and continue to offer products which
add value. | am certain that the year ahead
will bring many new challenges and
opportunities. Although current economic
conditions raise some uncertainty concerning
near term growth in the economy, we remain
cautiously optimistic that our markets will
continue to provide an attractive economic
base for 1st Constitution to expand.

We are pleased to share with you our
progress thus far, but recognize that if we
want to compete in the current environment
successtully, our performance has to continue
to improve. The progress to date was made
possible by the extraordinary efforts of our
employees. Their ability to adjust to an ever
changing environment and meet the
challenges of the past year played an
important role in our successes. Our directors
also played a significant role as our best link
to the communities we serve. We want to
express our appreciation to them, and to our
shareholders and customers for their long-
term loyalty and continued confidence in us.

(] Hangare

Robert F. Mangano
President & Chief Executive Officer



CONSOLIDATED
STATEMENTS OF CONDITION

DECEMBER 31, 2001 AND 2000

ASSETS
CASH AND DUE FROM BANKS

FEDERAL FUNDS SOLD / SHORT TERM INVESTMENTS
Total cash and cash equivalents

SECURITIES (Notes 2 and 8):
Available for sale, at market value
Held to maturity (market value of $6,103,760 and $8,528,995
in 2001 and 2000, respectively)

Total securities
LOANS HELD FOR SALE (Note 3)

LOANS (Notes 3, 4, 5 and 8)
Less- Allowance for loan losses

Net loans
PREMISES AND EQUIPMENT, net (Note 6)
ACCRUED INTEREST RECEIVABLE
OTHER ASSETS (Note 9)

Total assets

LIABILITIES AND SHAREHOLDERS’ EQUITY

LIABILITIES:
Deposits (Note 7)
Non-interest bearing
Interest bearing

Total deposits

SECURITIES SOLD UNDER AGREEMENTS TO REPURCHASE (Note 8)
OTHER BORROWINGS (Note 8)

ACCRUED INTEREST PAYABLE

ACCRUED EXPENSES AND OTHER LIABILITIES

Total liabilities
COMMITMENTS AND CONTINGENCIES (Note 11)

SHAREHOLDERS’ EQUITY (Notes 9, 10 and 13):

Common stock, no par value; 10,000,000

shares authorized; 1,404,895 and 1,337,995 shares issued
and 1,398,395 and 1,336,105 outstanding
as of December 31, 2001 and 2000, respectively

Retained earnings

Treasury Stock, at cost, 6,500 shares and 1,890 shares
at December 31, 2001 and 2000

Accumulated other comprehensive loss

Total shareholders’ equity

Total liabilities and shareholders’ equity

See accompanying notes to consolidated financial statements.

2001 2000
$8,173,550 $6,839,866
13,754,664 700,000
21,928,214 7,539,966
61,605,057 48,537,571

6,034,927 8,503,675
67,639,984 57,041,246
7,158,950 1,306,806
124,937,483 110,356,471
(1,414,495) (1,132,555)
123,522,988 109,223,916
998,744 839,838
1,047,670 1,287,741
886,913 1,225,862
$223,183,463 $178,565,375
$32,633,895 $31,462,624
151,630,901 —103.554.803
184,264,796 135,017,427
3,808,183 11,011,044
15,500,000 15,500,000
1,557,392 1,541,43¢
620,148 274,635
205,750,519 163,344,545
15,198,339 13,912,814
2,360,437 1,496,268
(83,190) (20,204)
(42,642) (168,048)
17,432,944 15,220,830
$223,183,463 $178,565,375




CONSOLIDATED

STATEMENTS OF INCOME

FOR THE YEARS ENDED
DECEMBER 31, 2001, 2000 AND 1999

INTEREST INCOME:
Interest on loans
Interest on securities:
Taxable
Tax-exempt
Interest on Federal funds sold and
short-term investments

Total interest income

INTEREST EXPENSE:
Interest on deposits
Interest on securities sold under
agreements to repurchase
Interest on other borrowings

Total interest expense

Net interest income

PROVISION FOR LOAN LOSSES (Note 4)

Net interest income after provision
for loan losses

NON-INTEREST INCOME:
Service charges on deposit accounts
Gain on sale of loans held for sale
Gain on sale of securities available for sale
Other income

Total other income

NON-INTEREST EXPENSES:
Salaries and employee benefits
Occupancy expense (Note 11)
Other operating expenses (Note 12)

Total other expenses

Income before income taxes

INCOME TAXES (Note 9)

Net income

NET INCOME PER SHARE
Basic
Diluted

WEIGHTED AVERAGE SHARES
QUTSTANDING
Basic
Diluted

2001 2000 1999
$10,555,037 $9,323,088 $7,350,998
3,671,869 3,129,830 2,540,109
156,805 99,264 72,787
412,274 240,055 168,684
$14,795,985 $12,792,237 $10,132,578
5,702,633 4,729,848 4,125,281
199,010 589,986 209,271
839,495 304,566 168,964
6,741,138 5,624,400 4,503,516
8,054,847 7,167,837 5,629,062
300,000 215,875 188,875
7,754,847 6,951,962 5,440,187
402,312 326,441 451,829
721,563 285,681 600,628
131,436 26,247 17,149
249,911 227,509 201,262
1,505,222 865,878 1,270,868
3,032,710 2,510,713 2,238,497
724,088 708,169 589,886
2,114,133 1,875,850 1,596,830
5,870,931 5,095,732 4,425,213
3,389,138 2,722,108 2,285,842
1,237,137 992,330 839,000
$2,152,001 $1,729,778 $1,446,842
$1.54 $1.23 $1.08
$1.48 $1.21 $1.00
1,399,508 1,404,825 1,404,885
1,452,296 1,427,934 1,449,583

See accompanying notes to consolidated financial statements.




CONSOLIDATED

STATEMENTS OF CHANGES

IN SHAREHOLDERS’ EQUITY

FOR THE YEARS ENDED
DECEMBER 31, 2001, 2000 AND 1992

BALANCE, December 31, 1998

Exercise of stock options (5,044 shares)
5% stock dividend declared in December, 1999
(60,528 shares)
Comprehensive income.
Net income — 1999
Other comprehensive loss
Unrealized loss on securities available for
sale, net of tax benefit of $660,326
less reclassification adjustment for
gains included in net income, net
of tax of ($6,170)
Comprehensive Income

BALANCE, December 31, 1999

Treasury Stock, 1,890 shares,
At cost
5% stock dividend declared in December, 2000
including fractional share cash payments
(63,723 shares)
Comprehensive Income:
Net income - 2000
Other comprehensive income
Unrealized gain on securities available for
sale, net of tax expense of $541,994
Less reclassification adjustment for gains
included in net income, net of tax
of ($8,924)
Comprehensive Income

BALANCE, December 31, 2000

Treasury Stock, 4,610 shares,
At cost
5% stock dividend declared in December, 2001
including fractional share cash payments
(66,900 shares)
Comprehensive Income:
Net income - 2001
Other comprehensive income
Unrealized gain on securities available
for sale, net of tax expense of $108,290
Less reclassification adjustment for gains
included in net income, net of tax
of ($44,688)
Comprehensive Income

BALANCE, December 31, 2001

Accumulated

Other Comprehensive

Common Retained Treasury {Loss) Income Total Shareholders
Stock Earnings Stock Equity

$12,060,737 $133,444 - $67,042 $12,261,2¢

41,306 - - 41,3C

1,084,963 (1,084,963) -

1,446,842 - 1,446,84

- - (1,258,834) (1,258,89

- - (10,979) (10.97¢

- - 176,9€

$13,187,008 $485,323 ($1,202,831) $12,479,49

(20,204) (20,20

725,808 (728,833) (3,02¢

1,729,778 1,729,77

1,052,106 1,062,10

(17,323) (17.32¢

2,764,586

$13,912,814 $1,496,268 ($20,204) ($168,048) $15,220,83

(62,986) (62,98¢

1,285,525 (1,287,832) (2,307

2,152,001 2,152,00

212,154 212,15

(86,748) (86.74€

2,277.40

$15,198,339 $2,360,437 ($83,190) ($42,642) $17,432,94

See accompanying notes to consolidated financial statements.




CONSOLIDATED

STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED
DECEMBER 31, 2001, 2000 AND 1999

OPERATING ACTIVITIES:
Net income
Adjustments to reconcile net income

to net cash (used in) provided by operating activities-

Provision for loan losses
Depreciation and amortization
Net amortization (accretion) on securities
Gain on sale of loans held for sale
Gain on sale of securities available for sale
Originations of loans held for sale
Proceeds from sales of loans heid for sale
Decrease (increase) in accrued

interest receivable
Decrease (increase) in other assets
Increase in accrued interest payable
Increase (decrease) in accrued

expenses and other liabilities

'Net cash (used in) provided by operating activities (2,444,031)

INVESTING ACTIVITIES:

Purchases of securities -
Available for sale
Held to maturity

Proceeds from maturities and prepayments
of 'securities -
Available for sale
Held to maturity

Proceeds from sales of securities available
for sale

Net increase in loans

Capital expenditures

Net cash used in investing activities
FINANCING ACTIVITIES:

Issuance of common stock, net
Net increase in demand, savings
and time deposits
Net (decrease) increase in securities
sold under agreements to repurchase
Net increase in other borrowings

Net cash provided by financing activities

'Increase (decrease) in cash and
cash equivalents

CASH AND CASH EQUIVALENTS
AT BEGINNING OF YEAR

CASH AND CASH EQUIVALENTS
AT END OF YEAR
SUPPLEMENTAL DISCLOSURES
OF CASH FLOW INFORMATION:
Cash paid during the year for -
Interest
_Income taxes

2001 2000 1999
$2,152,001 $1,729,778 $1,446,842
300,000 215,875 188,875
221,716 218,268 209,233
55,241 (4,351) 33,065
(721,563) (285,681) (600,628)
(131,436) (26,247) (17,149)
(61,706,352) (40,834,113) (59,458,042)
56,575,771 40,727,145 65,793,682
240,071 (435,195) 9,359
209,054 141,785 (489,545)
15,953 612,663 101,500
345,513 142,834 (492,174)
2,202,761 6,725,018
(53,656,400) (15,039,088) (24,969,454)
(2,829,268) {1,365,000) (654,469)
33,742,940 1,948,157 7,283,842
5,298,016 1,253,109 385,442
7,112,177 3,504,450 6,138,600
(14,599,072) (25,738,732) (7,668,319)
(280,622) (183,623) (508,361)
(25,.212,229) (35,620,727) (19,992,719)
) 41,306
49,247,369 11,634,073 14,643,299
(7,202,861) 4,406,992 1,523,070
- 12,500,000 1,000,000
42,044,508 28,541,065 17,207,675
14,388,248 (4,876,901) 3,939,974
7,539,966 12,416,867 8,476,893
$21,928,214 $7,539,966 $12,416,867

L. ] . ] S

$6,725,185 $5,011,737 $4,402,016
1,658,493 866,397 1,040,498

See accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

DECEMBER 31, 2001, 2000 AND 1999

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
GENERAL-

1*" Constitution Bancorp, a New Jersey state chartered bank holding company is parent to 1st
Constitution Bank, a state chartered commercial bank which commenced operations in July 1989.
The Bank provides community banking services to a broad range of customers, including
corporations, individuals, partnerships and other community bodies in the area. The Bank operates
five branches in Cranbury, Hamilton Square, Plainsboro and Princeton, New Jersey.

PRINCIPLES OF CONSOLIDATION-
The accompanying consolidated financial statements include the accounts of 1st Constitution
Bancorp (the “Company”) and its wholly-owned subsidiary 15" Constitution Bank (the “Bank”) and its
wholly-owned subsidiaries, 1°" Constitution Investment Company and FCB Assets Holdings, Inc. All
significant intercompany amounts have been eliminated.

USE OF ESTIMATES IN THE PREPARATION OF FINANCIAL STATEMENTS-
The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities
at the date of the financial statements and the reported amounts of revenues and expenses during
the reporting period. Actual results could differ from those estimates.

SECURITIES-
Securities which the Bank has the intent and ability to hold untit maturity, are classified as held to
maturity and are recorded at cost, adjusted for amortization of premiums and accretion of discounts
using the interest method.

Securities which are held for indefinite periods of time, which management intends to use as part of
its asset/liability management strategy, or that may be sold in response to changes in interest rates,
changes in prepayment risk, increased capital requirements or other similar factors, are classified as
available for sale and are carried at estimated market value, except for Federal Home Loan Bank
stock which is carried at cost. Unrealized gains and losses on such securities are recorded as a
separate component of shareholders’ equity. Realized gains and losses, which are computed using
the specific identification method, are recognized on a trade date basis.

ALLOWANCE FOR LOAN LOSSES-
The allowance for loan losses is a valuation reserve available for losses incurred or expected on
extensions of credit. Credit losses primarily arise from the loan portfolio, but may also be derived
from other credit-related sources including commitments to extend credit. Additions are made to the
allowance through periodic provisions which are charged to expense. All losses of principal are
charged to the allowance when incurred or when a determination is made that a loss is expected.
Subsequent recoveries, if any, are credited to the allowance.

The adequacy of the allowance for loan losses is determined through a periodic review of
outstanding loans and commitments to extend credit. The impact of current economic conditions on
the creditworthiness of the borrowers is considered, as well as loan loss experience, changes in the
composition and volume of the loan portfolioc and management’s assessment of the risks inherent in
the ioan portfolic. These and other factors are used in assessing the overall adequacy of the
allowance for loan losses and the resulting provision for loan losses. While management uses
available information to recognize losses on loans, future additions to the allowance may be
necessary based upon changes in economic conditions. In addition, various regulatory agencies
periodically review the Bank's allowance for loan losses. Such agencies may require the Bank to
recognize additions to the allowance based upon their judgment of information available to them at
the time of their examination.




PREMISES AND EQUIPMENT-
Premises and equipment are stated at cost less accumulated depreciation and amortization.
Depreciation is computed primarily on the straight-line method over the estimated useful lives of the
assets. Furniture and fixtures, equipment and leasehold improvements are depreciated or
amortized over the estimated useful lives of the assets or lease terms, as applicable. Estimated
useful lives of furniture and fixtures and equipment are three to fifteen years, and three to twenty five
years for leasehold improvements. Maintenance and repairs are charged to expense as incurred.

LOANS-
Loans are stated at the principal amount outstanding, net of unearned income. Unearned income is
recognized over the lives of the respective loans, principally using the effective interest method.
Income from direct financing leases is recorded over the life of the lease under the financing method
of accounting. The investment includes the sum of aggregate rentals receivable and the estimated
residual value of leased equipment, less deferred income. Interest income is generally not accrued
on loans, including impaired loans, where interest or principal is 90 days or more past due, unless
the loans are adequately secured and in the process of collection, or on loans where management
has determined that the borrowers may be unable to meet contractual principal and/or interest
obligations. When it is probable that, based upon current information, the Bank will not collect all
amounts due under the contractual terms of the loan, the loan is reported as impaired. Smaller
balance homogenous type loans, such as residential loans and loans to individuals, which are
collectively evaluated are excluded from consideration for impairment. Loan impairment is
measured based upon the present value of the expected future cash flows discounted at the loan’s
effective interest rate or the underlying value of collateral for collateral dependent loans. When a
loan, including an impaired loan, is placed on non-accrual, interest accruals cease and uncollected
accrued interest is reversed and charged against current income. Non-accrual loans are generally
not returned to accruing status until principal and interest payments have been brought current and
full collectibility is reasonably assured. Cash receipts on non-accrual and impaired loans are applied
to principal, unless the loan is deemed fully collectible. Loans held for sale are carried at the
aggregate lower of cost or market value.

INCOME TAXES-
Income taxes are accounted for under the asset and liability method. Deferred tax assets and
liabilities are recognized for the future tax consequences attributable to differences between the
financial statement carrying amounts of existing assets and liabilities and their respective tax bases
and operating loss and tax credit carry forwards. Deferred tax assets and liabilities are measured
using enacted tax rates expected to apply to taxable income in the years in which those temporary
differences are expected to be recovered or settled. The effect on deferred tax assets and liabilities
of a change in tax rates is recognized in income in the period that includes the enactment date.

OTHER REAL ESTATE-
Other real estate is carried at the lower of fair value of the related property, as determined by current
appraisals less estimated costs to sell, or the recorded investment in the property. Write-downs on
these properties, which occur after the initial transfer from the loan portfolio, are recorded as
operating expenses. Costs of holding such properties are charged to expense in the current period.
Gains, to the extent allowable, and losses on the disposition of these properties are reflected in
current operations. The Bank held no other real estate at December 31, 2001 and 2000.

STOCK-BASED COMPENSATION-
Stock-based compensation is accounted for under the intrinsic value based method as prescribed by
Accounting Principles Board (APB) Opinion No. 25, “Accounting for Stock Issued to Employees.”
Included in these Notes to the Consolidated Financial Statements are the pro forma disclosures
required by SFAS No. 123, “Accounting for Stock-Based Compensation,” which assumes the fair
value based method of accounting had been adopted.




CASH AND CASH EQUIVALENTS-
Cash and cash equivalents includes cash on hand, interest and non-interest bearing amounts due
from banks, Federal funds sold and short-term investments. Generally, Federal funds are sold and
short-term investments are made for a one or two-day period.

RECLASSIFICATIONS-
Certain reclassifications have been made to the prior period amounts to conform with the current
period presentation.

NET INCOME PER SHARE-
Basic net income per share is calculated by dividing net income by the weighted-average number of
common shares outstanding during the period. Diluted net income per share is calculated by
dividing net income by the weighted-average number of common shares outstanding plus the
weighted-average number of net shares that would be issued upon exercise of dilutive stock options
and grants pursuant to the treasury stock method. Options to purchase 25,115 shares of common
stock at a weighted average price of $13.863 per share were outstanding during 2000, and 5,084
shares of common stock at a weighted average price of $13.39 were outstanding in 1989, but were
not considered in the computation of diluted net income per share because the options’ exercise
price exceeded the average market price of the Bank’s common shares for the period. The options
expire through June, 2008. Options in the amount of 52,788, 23,109, and 44,698 for 2001, 2000,
and 1998, respectively, are included in the diluted weighted average shares outstanding. All share
information reported in the statements of income reflects a 5% stock dividend declared December
20, 2001.

COMPREHENSIVE INCOME-
Comprehensive income consists of net income and net unrealized gains (losses) on securities
available for sale and is presented in the consolidated statements of changes in shareholders’

equity.
(2) SECURITIES

Information relative to the Bank’s securities portfolio as of December 31, is as follows:

Gross Gross Estimated
Amortized Unrealized Unrealized Market
2001 Cost Gains Losses Vaide
Available for sale-
U. S. Treasury securities and
obligations of U.S. Government
comorations and agencies $27,365,288 $215,858 $346,486 $27,234,660
Mortgage backed securities 25,989,690 164,218 64,258 26,089,650
FHLB stock and other securities 8,314,689 37,169 71,111 8,280,747
$61,669,667 $417,245 $481,855 $61,605,057
Held to maturity-
Mortgage backed securities $2,806,334 $77.797 $0 $2,884,131
Obligations of State and
Political subdivisions 3,228,593 24,700 33,664 3,219,622

$6,034,927 $102,497 $33,664 $6,103,760




! Gross Gross Estimated
| Amortized Unrealized Unrealized Market
2000 Cost Gains Losses Value
Availabie for sale-
U. 8. Treasury securities and
obligations of U.S. Government
corporations and agencies $45,928,517 $104,990 $356,288 $45,677,219
Mortgage backed securities 1,453,305 - 3,320 1,449,985
FHLB stock and other securities 1,410,367 - - 1,410,367
‘ $48,792,189 $104,990 $359,608 $48,537,571
Heid to maturity-
U.S. Treasury securities and
obligations of U.S. Government
comorations and agencies $8,109,394 $37,461 $14,726 $8,132,129
Mortgage backed securities 394,281 2,585 - 396,866
; $8,503,675 $40,046 $14,726 $8,528,995

The amortized cost and estimated market value of debt securities at December 31, 2001, by
contractual maturity, are shown below. Expected maturities will differ from contractual maturities
because borrowers may have the right o call or prepay obligations with or without call or

prepayment penalties.

Estimated Weighted
‘ Amortized Market Average
| Cost Value Yield*
Avadilable for sale-
Due in one year or less $11,014,844 $11,096,399 5.27%
Due after one year through five years 33,390,515 33,475,098 5.78%
Due after five years through ten years 12,990,238 12,827,033 5.30%
Due after ten years 4,274,070 4,206,527 4.89%
‘ Total $61,699,667 $61,605,057 5.55%
|
Held to maturity-
Due in one year or less $296,718 $300,981 4.93%
Due arter one year through five years 3,488,136 3,585,220 6.26%
Due after five years through ten years 832,724 829,677 4.23%
Due after ten years 1,417,349 1,387,882 5.13%
Total $6,034,927 $6,103,760 5.55%

|
* computed on a tax equivalent basis.

Gross gains on securities sales were $131,436 in 2001, $26,247 in 2000, and $17,149 in 1999.

‘As of December 31, 2001 and 2000, securities having a book value of $21,218,473 and
$28,920,801, respectively, were pledged to secure public deposits, repurchase agreements, other
borrowings, and for other purposes as required by law.
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(3) LOANS AND LOANS HELD FOR SALE

Loans outstanding by classification at December 31, 2001 and 2000 are as follows:

2001 2000

Construction loans $29,385,086 $17,957,852
Residential real estate loans 11,634,097 14,854,583
Commercial and commercial real estate 62,442,753 54,974,300
Loans to individuals 15,587,772 14,767,100
Lease financing 6,117,261 7.809,845
All other loans 169,939 152,776

125,336,918 110,516,456
Less: Deferred origination fees, net _(399435) _ (159985)

$124,937,483 $110,356,471

The Bank’s business is concentrated in New Jersey, particularly Middlesex, Mercer and Somerset
counties. A significant portion of the total loan portfolio is secured by real estate or other collateral
located in these areas.

The Bank had residential mortgage loans heid for sale of $7,158,850 at December 31, 2001 and
$1,306,806 at December 31, 2000. The Bank currently sells loans, servicing released.

(4) ALLOWANCE FOR LCAN LOSSES

A summary of the allowance for loan losses is as follows:

2001 2000 1999
Balance, beginning of year $1,132,555 $941,556 $775,530
Provision charged to expense 300,000 215,875 188,875
Loans charged off (20,973) (28,158) (26,662)
Recoveries 2,913 3,282 3,813
Balance, end of year $1,414,495 $1,132,555 $941,556

The amount of loans which were not accruing interest amounted to $618,102 and $106,959 at
December 31, 2001 and 2000, respectively. Impaired loans totaled $609,237 and $35,927 at
December 31, 2001 and 2000, respectively. There was a valuation allowance on impaired loans of
$212,500 at December 31, 2001 and no valuation allowance on impaired loans at December 31,
2000. There were no loans 90 days or more past due and still accruing at December 31, 2001.
Loans 90 days or more past due and still accruing totaled $471,040 at December 31, 2000.

Additional income before taxes amounting to $15,214, $9,966 and $12,590 would have been
recognized in 2001, 2000 and 1999, respectively, if interest on all loans had been recorded based
upon original contract terms. No interest was recognized on non-accrual loans in 2001, 2000 or
1999.

The average recorded investment in impaired loans for the years ended December 31, 2001, 2000
and 1999, was approximately $322,500, $46,000, and $66,000, respectively.




(5) LOANS TO RELATED PARTIES

follows:

Balance, beginning of year $3,162,397
Loans granted 1,130,535
Repayments of loans (406,136)
Balance, end of year $3,886,796

interest payments as of December 31, 2001 and 2000.

(6) PREMISES AND EQUIPMENT

Premises and equipment consist of the following as of December 31, 2001 and 2000:

2001 2000
Leasehold improvements $771,033 $550,912
Fumniture and equipment 1,359,127 1,292,695
2,130,160 1,843,607
Less- Accumulated depreciation (1,131,416) (903,769)
$998,744 $939,838
(7) DEPOSITS
Deposits at December 31, 2001 and 2000 consist of the following:
2001 2000
Demand
Non-interest bearing $32,633,895 $31,462,624
Interest bearing 64,307,535 42,002,479
Savings 11,344,218 10,244,003
Time 75,979,148 51,308,321
$184,264,796  $135,017,427

Activity related to loans to directors, executive officers and their affiliated interests during 2001 is as

All such loans were made under customary terms and conditions and were current as to principal and

Individual time deposits $100,000 or greater amounted to $20,885,020 and $6,617,511 at December
31, 2001 and 2000, respectively. As of December 31, 2001, time deposits mature as follows:
$57,446,383 in 2002; $14,284,007 in 2003; $3,060,360 in 2004; $386,898 in 2005; and $801,500 in

1999
$6,604,052
3.91%
$6,045,493
3.20%

$6,660,601

2006.

(8) SECURITIES SOLD UNDER AGREEMENTS TO REPURCHASE AND OTHER
BORROWINGS
Securities sold under agreements to repurchase are summarized as follows:

2001 2000

Balance outstanding at year end $3,808,183  $11,011,044
Weighted average interest rate at year end 2.00% 2.50%
Average daily balance outstanding during year $4,303,963 $9,286,884
Weighted average interest rate during year 4.50% 5.67%
Highest month-end outstanding balance $4,452,285 $6,751,903

13+




Collateral underlying the agreements is held by an outside custodian.

During 2000, the Bank purchased three ten-year fixed rate convertible advances from the Federal
Home Loan Bank of New York (“FHLB"). These advances, in the amounts of $2,500,000; $5,000,000;
and $5,000,000 bear interest at the rates of 5.50%; 5.34%; and 5.06%, respectively. These advances
are convertible at the end of 1 year; 2 years; and 3 years and quarterly thereafter. During 1999, the
Bank purchased a $3,000,000 ten-year fixed raie advance convertible at the end of three years, and
quanterly thereatfter, from the FHLB. The interest rate on this advance is 5.815%. In 1989, the FHLB
called $2,000,000 in ten-year fixed rate convertible advances which were purchased in 1938.

These advances are fully secured by marketable securities and qualifying one-to-four family morigage

loans.

(S) INCOME TAXES

The components of income tax expense (benefit) are summarized as follows:

2000 1999

2001

Federal-
Current $1,145,517 $952,790 $789,716
Deferred (82,780) (89,470) (61,216)
1,082,737 863,320 728,500

State-

Current 188,862 144,641 121,196
Deferred (14,462) (15,631) (10,696)
174,400 129,010 110,500
$992,330 $839,000

$1,237,137

A comparison of income tax expense at the Federal statutory rate in 2001, 2000 and 1999 to the Company’s

provision for income taxes is as follows:

2001 2000 1999
Federal income tax $1,152,307 $925,517 $777,186
Add (deduct) effect of:
State income taxes net of federal income tax effect 115,104 85,147 72,930
Tax-exempt interest income (53,314) (33,750) (24,748)
Other items, net 23,040 15,416 ; 13,632
Provision for income taxes $1,237,137

$992,330 $839,000

The tax effects of existing temporary differences that give rise to significant portions of the deferred tax

assets are as follows:

2001
Deferred tax assets-
Allowance for loan losses $564,949
Other 5,014
Unrealized loss on securities available for sale 21,968

Total deferred tax assets $591,931

2000

$452,342
20,379

86,570
$559,2081




(10)

Based upon the current facts, management has determined that it is more likely than not that based
upon taxes paid in the carryback period and projections of future taxable income the deferred tax asset
will be realized. However, there can be no assurances about the level of future earnings.

SHAREHOLDERS’ EQUITY

The Company’s shareholders have approved a stock option plan for key employees. The Company
has also entered into an employment agreement pursuant to which additional options were awarded to
its President. The Bank accounts for the award of stock options in accordance with Accounting
Principles Board Opinion No. 25, under which no compensation cost has been recognized. Had
compensation cost for these option awards been determined consistent with FASB Statement No. 123,
the Bank’s net income and net income per share for 2001, 2000 and 1999 would have been reduced to
the following pro forma amounts:

i

| 2001 2000 1998
| Net income -
As reported $2,152,001 $1,729,778 $1,446,842
Pro forma 2,151,750 $1,719,778 $1,385,159
Net income per share -
As reported -
Basic $1.54 $1.23 $1.03
Diluted $1.48 $1.21 $1.00
| Pro forma -
i Basic $1.54 $1.23 $0.99
Diluted $1.48 $1.21 $0.95

'a%he fair value of each option grant is estimated on the date of grant using the Black-Scholes option
pricing model with the following weighted average assumptions used for grants in 2001 and 1999:
dividend yield of 0%; expected volatility of 25%,; risk-free interest rates of 4.756% and 5.50%,
respectively; and expected lives of 5 years. No options were granted in 2000.

A summary of the status of the Bank’s stock options at December 31, 2001, 2000 and 1999 and
changes during the years then ended is presented below:

2001 2000 1999
Weighted Weighted Weighted
| Shares Avg. Price Shares Avg. Price Shares Avg. Price
i Outstanding, at beginning of year 119,147 $9.15 125,739 $10.05 86,952 $8.18
| Granted 8,400 18.52 - - 44,348 13.39
. Exercised - - - (5,561) 7.43
. Forfeited (2,507) 10.89 (6,592) 11.51 - -
| Outstanding, at end of year 125,040 $10.46 119,147 $9.15 125,739 $10.05
(2001 Range of Exercise Prices - $6.96-$18.52)
Exercisable, at end of year 116,640 $9.86 101,735 $10.00 103,975 $9.45
(2001 Range of Exercise Prices - $6.96-$13.39)
| Weighted average remaining 6.7 years 6.8 years 7.8 years
contractual life 15«
Weighted average fair value of
options granted during the year $5.89 $0 $4.06
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(11)

In December 2001, 2000 and 1999, the Bank declared a 5%, stock dividend to shareholders. Al
amounts in the table above and elsewhere in these notes have been adjusted to refiect such stock
dividends.

COMMITMENTS AND CONTINGENCIES-

The Bank’s main office is leased at a monthly rental of $14,340 plus real estate taxes and certain
common space charges allocated by the landlord. The lease contains renewal options for two
additional five-year terms at the Bank’s discretion.

As of December 31, 2001, future minimum rental payments under noncancellable operating feases
are as follows:

2002 $366,959
2003 $300,392
2004 $297,680
2005 $307,745
2006 $317,994
Thereafter $1,887,567

Rent expense aggregated $497,483, $512,805 and $426,883 for the years ended December 31,
2001, 2000 and 1989, respectively.

COMMITMENTS WITH OFF-BALANCE SHEET RISK-

The statement of condition does not reflect various commitments relating to financial instruments
which are used in the normal course of business. Management does not anticipate that the
settlement of those financial instruments will have a material adverse effect on the Bank’s financial
position. These instruments include commitments to extend credit and letters of credit. These
financial instruments carry various degrees of credit risk, which is defined as the possibility that a
loss may occur from the failure of another party to perform according to the terms of the contract. As
these off-balance sheet financial instruments have essentially the same credit risk involved in
extending loans, the Bank generally uses the same credit and collateral policies in making these
commitments and conditional obligations as it does for on-balance sheet investments. Additionally,
as some commitments and conditional obligations are expected to expire without being drawn or
returned, the contractual amounts do not necessarily represent future cash requirements.

Commitments to extend credit are legally binding loan commitments with set expiration dates. “They
are intended to be disbursed, subject to certain conditions, upon request of the borrower. The Bank
receives a fee for providing a commitment. The Bank was committed to advance $26,828,000 to its
borrowers as of December 31, 2001. At December 31, 2001, the Bank was contingently liable for
outstanding letters of credit to customers in the amount of $1,812,858.

LITIGATION-

The Bank may, in the ordinary course of business, become a party to litigation involving collection
matters, contract claims and other legal proceedings relating to the conduct of its business. The
Bank may also have various commitments and contingent liabilities which are not reflected in the
accompanying consolidated statement of condition. Management is not aware of any present legal
proceedings or contingent liabilities and commitments that would have a material impact on the
Bank’s financial position or results of operations.




(12) OTHER OPERATING EXPENSES

The components of other operating expenses for the years ended December 31, 2001, 2000 and
1999 are as follows:

2001 2000 1999

Equipment expense $310,702 $286,632 $242,714
Marketing 190,233 208,294 190,807
Computer services 494,686 415,627 314,970
Regulatory, professional and other fees 384,720 304,263 206,720
Office expense 330,358 255,387 233,908
All other expenses 403,434 405,647 407,711

$2,114,133 $1,875,850 $1,596,830

(13) REGULATORY REQUIREMENTS

The Bank is subject to various regulatory capital requirements administered by the Federal and state
banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory, and
possibly additional discretionary, actions by regulators that, if undertaken, could have a direct material
effect on the Bank’s financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Bank must meet specific capital guidelines that involve
quantitative measures of the Bank’s assets, liabilities, and certain off-balance sheet items as
calculated under regulatory accounting practices. The Bank's capital amounts and classifications are
also subject to qualitative judgments by the regulators about components, risk weightings and other
factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to
maintain minimum amounts and ratios of Total and Tier | capital (as defined in the requlations) to risk-
weighted assets (as defined), and of Tier | capital to average assets (as defined). Management
believes, as of December 31, 2001, that the Bank meets all capital adequacy requirements to which it
is subject.

To be categorized as adequately capitalized the Bank must maintain minimum total risk-based; tier |
risk-based, and tier | leverage ratios as set forth in the table. As of December 31, 2001, the most
recent notification from the Bank’s primary regulator categorized the Bank as well capitalized under
the regulatory framework for prompt corrective action. There are no conditions or events since that
notification that management believes have changed the Bank’s category. Certain bank regulatory
limitations exist on the availability of Bank assets available for the payment of dividends without prior
approval of bank regulatory authorities.

The Bank’s actual capital amounts and ratios as of December 31, 2001 and 2000 are as follows:

To Be Well Capitalized
Under Prompt

For Capital Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio

As of December 31, 2001 -
Total capital (to Risk Weighted Assets) $18,890,081 12.82% $11,787,840 28% $14,734,800 =210%
Tier | Capital (to Risk Weighted Assets) 17,475,586 11.86% 5,893,920 24% 8,840,880 26%
Tier | Capital (to Average Assets) 17,475,586 7.57% 9,229,600 =24% 11,537,000 25%

As of December 31, 2000 -
Total capital {to Risk Weighted Assets)  $16,505,078 13.46% $9,811,360 28% $12,264,200 210%
Tier | Capital (to Risk Weighted Assets) 15,372,523 12.53% 4,905,680 24% 7,358,520 >6%
Tier | Capital (to Average Assets) 15,372,523 8.61% 7,140,120 24% 8,925,150 >5%
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The primary source of dividends paid to the Company's shareholders is dividends paid to the Company
by the Bank. Dividend payments by the Bank to the Company are subject to the New Jersey Banking
Act of 1948 (the “Banking Act”) and the Federal Deposit Insurance Act (the “FDIA”). Under the Banking
Act and the FDIA, the Bank may not pay any dividends, if after paying the dividend, it would be
undercapitalized under applicable capital reguirements. In addition to these explicit limitations, the
federal regulatory agencies are authorized to prohibit a banking subsidiary or bank holding company
from engaging in an unsafe or unsound banking practice. Depending upon the circumstances, the
agencies could take the position that paying a dividend would constitute an unsafe or unsound banking
practice.

(14) ESTIMATED FAIR VALUE OF FINANCIAL INSTRUMENTS |

The following is 2 summary of fair value versus the carrying value of the Bank’s financial instruments.
For the Bank, as for most financial institutions, the bulk of its assets and liabilities are considered
financial instruments. Many of the Bank’s financial instruments lack an available trading market as
characterized by a willing buyer and willing seller engaging in an exchange transaction. Therefore,
significant estimations and present value calculations were used by the Bank for the purpose of this
note. Changes in assumptions could significantly affect these estimates. ;

Estimated fair values have been determined by the Bank using the best available data and an
estimation methodology suitable for each category of financial instruments. Financial instruments,
such as securities available for sale and securities held to maturity, actively traded in the secondary
market have been valued using available market prices. Carrying values of cash and cash
equivalents and securities sold under agreements to repurchase approximate fair value due to the
short-term nature of these instruments. Other borrowings are valued on a discounted cash ﬂow
method utilizing current discount rates for instruments of similar remaining terms.

Financial instruments with stated maturities have been valued using a present value discounted cash
flow with a discount rate approximating current market for similar assets and liabilities. For those
loans and deposits with floating interest rates, it is assumed that estimated fair values generally
approximate the recorded book balances.

The estimated fair values, and the recorded book balances, were as follows: ‘,
December 31, 2001 December 31, 2000

Carrying Estimated Carrying Estimated
Value Fair Value Value Fair Valye
|
Cash and cash equivalents $21,928,214 $21,928,214 $7,539,966 $7,539,966
Securities available for sale 61,605,057 61,805,057 48,537,571 48,537,571
Securities held to maturity 6,034,827 6,103,760 8,503,675 8,528,995
Loans held for sale 7,158,950 7,176,847 1,306,806 1,307,000
Gross loans 124,937,483 126,834,000 110,356,471 111,692,000
Deposits 184,264,796 184,578,000 135,017,427 135,291,386
Securities sold under

agreements to repurchase 3,808,183 3,808,183 11,011,044 11,011,044
Other borrowings 15,500,000 17,659,000 15,500,000 15,694,000

|
Loan commitments and standby letters of credit as of December 31, 2001 and 2000 are based on

fees charged for similar agreements; accordingly, the estimated fair value of loan commitments and
standby letters of credit is nominal. |
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(15) CONDENSED FINANCIAL STATEMENTS OF 15" CONSTITUTION BANCORP

(PARENT COMPANY ONLY)

The following information of the Company only financial statements as of and for the year ended
December 31, 2001 and 2000 should be read in conjunction with the notes to the consclidated

financial statements.

ST:ATEMENTS OF CONDITION

ASSETS:
Investment in Subsidiary
| Total Assets

SHAREHOLDERS’ EQUITY
Common Stock
Retained Eamings
‘Treasury Stock
Accumulated Other Comprehensive Loss Net of Income Tax
Total Shareholders’ Equity
Total Liabilities and Shareholders’ Equity

STATEMENTS OF INCOME

Equity in Undistributed Eamings of Bank
* Net Income

STATEMENTS OF CASH FLOWS

CASH FLOWS FROM OPERATING ACTIVITIES:
‘Net Income
Less Equity in Undistributed Eamings
Net Cash Provided by Operating Activities
‘Net Increase in Cash and Cash Equivalents
:Cash and Cash Equivalents at Beginning of Period
ICash and Cash Equivalents at End of Period

December 31, December 31,
2001 2000
$17,432,944 $15,220,830
$17,432,944 $15,220,830
$15,198,339 $13,912,814
2,360,437 1,496,268
(83,190) (20,204)
(42,642) (168,048)
17,432,944 15,220,830
$17,432,944 $15,220,830

Year Ended December 31,

2001 2000
$2,152,001 $1,729,778
$2,152,001 $1,729,778

Year Ended December 31,

2001 2000
$2,152.001 $1,729,778

(2,152,001) (1,729,778)
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INDEPENDENT AUDITORS’
REPORT

To the Shareholders and Board of Directors
of 1°" Constitution Bancorp:

We have audited the accompanying consolidated statements of condition
of 1°" Constitution Bancorp and subsidiary as of December 31, 2001 and
2000, and the related consolidated statements of income, changes in
shareholiders’ equity, and cash flows for each of the years in the three-
year pericd ended December 31, 2001. These consolidated financial
statements are the responsibility of the Bank’s management. Our
responsibility is to express an opinion on these consolidated financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generaily
accepted in the United States of America. Those standards require that
we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above
present fairly, in all material respects, the financial position of 1%
Constitution Bancorp and subsidiary as of December 31, 2001 and 2000,
and the results of their operations and their cash flows for each of the
years in the three-year period ended December 31, 2001, in conformity
with accounting principles generally accepted in the United States of
America.

KPre P

Short Hills, New Jersey
January 11, 2002




Management’s Discussion and Analysis
of Consolidated Financial Condition and
Results of Operations

This discussion should be read in conjunction with the
consolidated financial statements, notes and tables
included eisewhere in this report. Throughout the following
sections, the “Bank” is defined as 1°' Constitution Bancorp
and its wholly owned subsidiary 1° Constitution Bank. The
purpose of this discussion and analysis is to assist in the
understanding and evaluation of the Bank's financial
condition, changes in financial condition and results of
operations.

2001 OVERVIEW

The Bank's record earnings for 2001 reflect continuing
momentum across a broad range of products and services
offerings. Increased lending activity, coupled with a rise in
demand deposits fueled record eamings and balance sheet
growth.

The Bank has positioned itself for continued success with
the combination of a strong capital base, a commitment to
provide exceptional customer service and a commitment to
maintain the technology necessary to provide its clients
with easy access to financial products and services.

SUMMARY OF FINANCIAL PERFORMANCE

Net income amounted to a new record level of $2,152,001,
a 24.4% increase, compared to the previous record resuits
of $1,729,778 reported in 2000. Earnings were primarily
enhanced by commercial loan and demand deposits
growth experienced throughout the year. On a diluted per
share basis, net income increased 22.3% to $1.48 in 2001
from $1.21 in 2000.

Driven by commercial loan growth, the Bank’s loan portfolio
increased 13.2% in 2001 compared to 2000. At December
31, 2001, total loans outstanding reached $124,837,483
compared to $110,356,471 at the end of 2000. Asset
quality remained strong in 2001 as illustrated by the ratio of
nonperforming loans to total loans of 0.49% in 2001 and
0.52% in 2000. The allowance for loan losses totaled
$1,414,495 or 1.13% of total loans, covering 228.8% of
total nonperforming loans. The Bank’s deposit base
increased 36.5% to total $184,264,796 at December 31,
2001. Deposit products were competitively priced
throughout the year to fund loan growth.

Return on average assets (ROA) was 1.03% in 2001
compared to 1.08% in 2000. For 2001 The Bank’s return
on average equity (RCE) was 13.17% compared to 13.09%
in 2000. This measurement indicates how effectively a
company can generate net income on the capital invested
by its sharehoiders.

RESULTS OF OPERATIONS
The Bank reported record eamings of $2,152,001 or $1.48
per share (diluted) for the year ended December 31, 2001

compared to $1,729,778 or $1.21 per share (diluted) in
2000. Net income and diluted eamings per share grew
24.4% and 22.3%, respectively, in 2001. The Bank posted
net income of $1,446,842 or $1.00 per share (diluted) in
1999,

NET INTEREST INCOME

Net interest income, the Bank’s largest and most significant
component of operating income, is the difference between
interest and fees eamed on loans and other earning
assets, and interest paid on deposits and borrowed funds.
This component represented 84.3% of the Bank's net
revenues in 2001. Net interest income also depends upon
the relative amount of interest earning assets, interest-
bearing liabilities, and the interest rate earned or paid on
them.

The following tables set forth the Bank's consaolidated
average balances of assets and liabilities and
shareholders’ equity as well as interest income and
expense on related items, and the Bank’s average yield or
rate for the years ended December 31, 2001, 2000, 1999,
1998 and 1997. The average rates are derived by dividing
interest income and expense by the average balance of
assets and liabilities, respectively.

Changes in net interest income and margin result from the
interaction between the volume and composition of earning
assets, interest bearing liabilities, related vyields, and
associated funding costs. The Rate/Volume table
demonstrates the impact on net interest income of changes
in the volume of interest earning assets and interest
bearing liabilities and changes in interest rates eamed and
paid.

The Bank’s net interest income totaled $8,054,847 in 2001,
an increase of 12.4% from the $7,167,837 reported in
2000. As indicated in the Rate/Volume Table, the principal
factor contributing to the 2001 increase in net interest
income was an increase in the tax-equivalent interest
income of $2,031,370 resulting from increased loan and
investment securities volumes. This was partially offset by
decreases in both loan and investment securities yields
due to the lower interest rate environment in 2001.

The Bank’s net interest income totaled $7,167,837 in 2000,
an increase of 27.3% from the $5,629,062 reported in
1999. As indicated in the Rate/Volume Table, the principal
factor contributing to the 2000 increase in net interest
income was an increase in the tax-equivalent interest
income of $2,672,367 resulting from increased loan and
investment securities volumes. This was supplemented by
increases in both loan and investment securities vields due
to the higher interest rate environment in 2000.
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Average Balance Sheets with Resultant Interest and Rates

(vields on a tax-equivalent basis) 2001 - 2000
Average Average Average [ Average
Balance Interest Rate Balance | interest Rate
Assets: |
Federal Funds Sold/Short-Term Investments $12,982,838 $412,274  3.18% $3,758,186 $240,055  8.3%%
Investment Securities:
U.S.Treasury Bonds 164,096 8,407 5.12% 494,042 25,592 5.18%
Collateralized Mortgage Obligations 61,040,382 3,663,462 6.00% 45,961,785 3,104,238 8.75%
States and Political Subdivisions 3,312,135 232,075 7.01% 2,184,257 148,911 6.73%
Tota! 64,516,613 3,903,243 6.05% 48,640,084 3,276,741 6.74%
Loan Portiolio:
Commercial 23,804,565 2,532,392 10.64% 25,892,635 2,808,813 10.85%
Installment 14,755,091 1,182,582 8.01% 15,158,706 1,179,081 7.78%
Commercial Mortgages and Construction Wholesale 58,004,341 4,472,315 7.71% 34,840,218 3,062,187 8.79%
Residential Mortgages and Construction Retail 198,842,072 1,545,547 7.79% 17,690,91? 1,411,992 7.98%
All Other Loans 7,537,883 822,201  10.91% 5,889,591 859,934 14.60%
Total 123,044,552 10,555,037 8.52% 99,472,064 3,323,088 9.37%
Total Interest-Earning Assets 201,444,003 14,871,264 7.38% 151,870,334 12,839,884 8.45%
Allowance for Loan Losses (1,271,319) (1,029,538)
Cash and Due From Banks 6,476,212 5,610,092
Other Assets 2,833,836 3,513,307
Total Assets $209,482,732 $159,864,195
Liabilities and Shareholders’ Equity: |
Interest-Bearing Liabilities: |
Money Market and NOW Accounts $50,474,834 $1,264,832 2.51% $42,898,014 $1,396,912 3.26%
Savings Accounts 10,738,835 252,584 2.35% 10,600,178 288,724  2.72%
Certificates of Deposit 52,943,869 2,952,410 5.58% 43,590,728 2,633,022 581%
Certificates of Deposit of $100,000 and Over 26,149,741 1,232,808 4.71% 8,446,002 511,190 6.05%
Federa! Funds Purchased/Other Borrowed Funds 19,924,483 1,038,504 5.21% 13,903,824 894,552 8.43%
Total Interest-Bearing Liabilities 160,231,762 5,741,138 4.21% 119,438,746 5,624,400 4.71%
Mot Interast Spread 3.17% 3.74%
\
Demand Deposits 30,208,573 25,596,993
Other Liabilities 2,704,081 1,715,203
Total Liabilities 193,145,416 146,750,942
Shareholdsrs' Equity 16,337,316 13,213,254
Total Liabllitiss and Sharsholders' Equity $209,482,732 $159,964,196
Net Interest Margin $8,130,116 4.04% $7,215,484 4.75%
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1999 1998 1997
Average Average Average Average Average Average
Balance interest Rate Balance Interest Rate Balance Interest Rate
$3,426,114 $168,684 4.92% $4,044,708 $240,854 5.95% $1,125,534 $61,969 5.51%
835,475 46,620 5.58% 3,807,312 240,942 6.17% 6,219,310 369,744 5.95%
39,076,271 2,493,490 6.38% 24,091,551 1,503,969 6.24% 19,644,110 1,331,752 6.78%
1,582,653 107,724 6.81% 1,349,601 93,359 8.92% 1,269,688 88,799 6.99%
41,494,399 2,647,834 6.38% 29,348,464 1,838,270 6.26% 27,133,108 1,790,295 6.60%
21,115,21 9 2,018,239 9.56% 14,255,298 1,606,989 11.27% 10,433,994 1,095,217  10.50%
13,842,197 1,020,378 7.53% 13,460,119 1,026,494 7.63% 8,430,340 659,750 7.77%
30,338,251 2,503,163 8.25% 26,115,001 2,036,951 7.80% 19,617,329 1,616,877 8.24%
17,263,568 1,313,025 761% 15,967,516 1,201,698 7.53% 13,192,869 1,040,387 7.89%
4,885,578 495,192 10.14% 3,112,159 409,417 13.16% 2,740,231 412,031 15.04%
87,145,813 7,350,998 8.44% 72,910,093 6,281,548 8.62% 54,474,763 4,824,262 8.86%
132,066,326 10,167,516 7.70% 106,303,265 8,360,673 7.86% 82,733,405 5,676,526 8.07%
(871,581) (706,169) (538,114)
5,954,894 4,822,809 2,843,097
2,644,170 1,829,821 1,205,008
$139,793,809 $112,249,726 $86,243,396
$33,681,758 $1,137,997 3.38% $28,185,714 $1,046,425 3.71% $19,075,543 $576,702 3.02%
9,956,583 271,485 2.73% 8,815,710 244,689 2.78% 8,643,343 255,419 2.96%
43,300,649 2,348,077 5.42% 29,907,645 1,671,748 5.59% 25,816,637 1,435,735 5.56%
6,969,581 367,723 5.28% 8,469,513 481,104 5.68% 9,500,186 538,773 5.67%
9,489,60? 378,234 3.99% 7,814,622 274,692 3.52% 149,718 275,211 183.82%
103,398,174 4,503,516 4.36% 83,193,204 3,718,658 4.47% 63,185,427 3,081,840 4.88%
3.34% 3.39% 3.19%
21,842,138 18,298,818 11,528,701
2,232,419 1,529,266 1,114,718
127,472,731 103,021,288 75,828,846
12,321,077 9,228,438 5,919,325
$139,793,808 $112,249,726 $81,748,171
$5,664,000 4.29% $4,642,015 4.36% $3,594,686 4.34%
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Rate/Volume Table

Amount of Increase (Decrease)

2001 versus 2000 2000 versus 1999
: Due to Change in: Due to Change in:
(Tax-equivalent basis) Volume Rate Total Volume Rate Total
Interest Income:
Loans:
Commercial ($224,851) ($52,670)  ($277,521) $493,046 $297,628 $790,674
Instaliment (31,372) 34,893 3,621 123,555 35,128 158,683
Commercial Mortgages and Construction- Wholesale 1,811,291 (501,163) 1,410,128 385,409 173,615 559,024
Residential Mortgages and Construction- Retail 169,415 (35,860) 133,555 34,038 64,929 98,967
All Other Loans 210,120 (247,854) (37,734) 128,379 236,363 364,742
Total loans 2,034,603 (802,654) 1,231,949 1,164,427 807,664 1,972,090
Investment Securities :
U.S. Treasury Bonds - (16,990) (195) (17,185) (18,014) (3,014) (21,028)
Collat. Mortg. Obligations / Mortg. Backed Securities 960,871 (401,647) 568,224 455,583 155,165 610,748
States and political subdivisions 77,477 7,686 85,163 40,576 (1,390} 39,186
Total Investment Securities 1,021,358 (394,156) 627,202 478,145 150,761 628,906
Federal Funds Sold / Short-Term Investments 441,156 (268,937) 172,219 17,459 53,912 71,371
Total Interest Income 3,497,117  (1,465,747) 2,031,370 1,660,031 1,012,337 2,672,367
Interest Expense :
Money Market and NOW Accounts 215,807 (347,887) (132,080) 116,817 (59,902) 56,915
Savings Accounts 3,426 (39,566) (36,140) 18,075 (8386) 17,239
Certificates of Deposit 531,532 (112,144) 419,388 15,957 168,988 184,945
Certificates of Deposit of $100,000 And Over 952,935 (231,317) 721,618 85,892 57,575 143,467
Federal Funds Purchased / Other Borrowed Funds 350,354 (206,402) 143,952 516,150 202,167 718,317
Total interest expense 2,054,054 (937,316) 1,116,738 752,891 367,991 1,120,883
Net Interest income $1,443,063

($528,431) $914,632 $907,140 $644,346 $1,551,484

Average interest earning assets increased by $49,573,669
or 32.6% for 2001 with increases of $24,472,488 in loans
and $15,876,529 in investment securities. Led by
commercial morigages and construction loans, the Bank'’s
average loan porifolio grew by 24.6% and loan yields
averaged 8.52% in 2001, 85 basis points lower than 2000.
This decrease was primarily the result of 2001 loan growth
at lower yields amid a decreasing interest rate environment
for the majority of the year. The Bank's average
investment securities portfolio grew 32.6%, and the yield on
that portfolic decreased 69 basis points when comparing
2001 to 2000. Overall, the yield on interest eaming assets
decreased 107 basis points to 7.38% in 2001 from 8.45%
in 2000.

Average interest-earning assets increased by $19,804,008
or 15.0% for 2000 primarily as a result of increases of
$12,326,251 in loans and $7,145,685 in investment
securities. Led by commercial loans, the Bank's average
loan porifolio grew by 14.1% and loan yields averaged
9.37% in 2000 or 93 basis points higher than 1998. This
increase was primarily the result of 2000 loan growth at
higher yields amid a rising interest rate environment for the
majority of the year. The Bank’s average investment
securities portfolio grew 17.2%, and the vyield on that
portfolic increased 36 basis points when comparing 2000 to
19998. Overall, the yield on interest-eaming assets

«

increased 75 basis points to 8.45% in 2000 from 7.70% in
1999.

Interest expense was $6,741,138 for 2001, an increase of
$1,116,738 or 19.9% from $5,624,400 a year ago. This
increase in interest expense is principally attributable to
higher levels of money market and NOW deposits and
other borrowed funds. Certificates of deposit of $100,000
and over were aggressively priced throughout 2001 to
contribute to the funding of loan growth. The cost on these
deposits decreased 134 basis points in 2001 from 2000.
Average interest bearing liabilities rose 34.2% in 2001 from
2000. The cost of total interest bearing liabilities decreased
50 basis points to 4.21% in 2001 from 4.71% in 2000.

Interest expense was $5,624,400 for 2000, an increase of
$1,120,884 or 24.9% from $4,503,516 reported in 1999.
This increase in interest expense is principally atiributable
to a rising interest rate environment combined with higher
levels of money market and NOW deposits and other
borrowed funds. Certificates of deposit of $100,000 and
over were aggressively priced throughout 2000 io
contribute in the funding of loan growth. The cost on these
deposits increased 77 basis points in 2000 from 1998,
Average interest-bearing liabilities rose 15.5% in 2000 from
1999. The cost of total interest-bearing liabilities increased
35 basis points to 4.71% in 2000 from 4.36% in 1899.




Net interest income was $8,054,847 in 2001, an increase of
12.4% from $7,167,837 in 2000. The principal factor
contributing to the improvement was an increase in interest
income due to increased loan and security volumes. This
was partially offset by decreases in loan and security yields
and an increase in interest expense resulting from
increased volumes of certificates of deposit and other
borrowed funds.

The net interest margin (tax equivalent basis), which is net
interest income divided by average interest earning assets,
was 4.04% in 2001 compared with 4.75% in 2000 and
4.29% in 1999, The principal factor causing the decrease
in the Bank's net interest margin was the sharp decline in
market interest rates during 2001. This resulted in yields
on short-term investments and floating rate loans tied to the
prime rate to decline more quickly than those of the Bank's
interest-bearing liabilities. As a result of the interest rate
movement, the yield on the Bank's total interest-eaming
assets declined 107 basis points and the cost of interest-
bearing liabilities decreased 50 basis points compared to
2000, as depositors sought higher yields in certificate of
deposit accounts.

Average non-interest bearing demand deposits increased
18.0% to $30,209,573 in 2001 from $25,596,993 in 2000.
Business checking accounts and expanding new business
relationships have generated most of this increase.
Throughout the comparative periods, increases in average
non-interest bearing deposits contributed to the increases
in net interest income.

NON-INTEREST INCOME

Non-interest income amounted to $1,505,222 in 2001
compared to $865,878 the prior year, an increase of
$639,344 or 73.8%. Non-interest income in 2000
decreased by $404,990, or 31.9% from 1999’s posted total
of $1,270,868.

Service charges on deposit accounts represent a
significant source of non-interest income. Service charge
revenues in 2001 totaled $402,312, an increase of 23.2%
compared to $326,441 in 2000. Service charge income
totaled $451,829 in 1999. This component of non-interest
income represented 26.7%, 37.7% and 35.6% of the total
non-interest income in 2001, 2000 and 1999, respectively.
Service charge income increased in 2001 as a result of the
Bank's increasing deposit base and growing number of
new accounts subject to service charges. Service charge
income decreased in 2000 principally due to the decrease
in income from overdraft fees. Management continues to
utilize a strategy of requiring compensating balances from
its commercial customers. Those who meet balance
requirements are not assessed service charges.

The Bank also generates non-interest income from a
variety of fee-based services. These include safe deposit
rentals, wire transfer service fees and Automated Teller
Machine fees for non-customers. Deposit and service fee

charges are monitored annually by Management to reflect
current costs amid the Bank's competitive market.

Gains on sales of loans, net, increased significantly in 2001
to $721,563 from $285,681 in 2000. Gains on sales of
loans, net, totaled $600,628 in 1999. The declining interest
rate environment that existed during 2001 and 1999 greatly
fueled the volume of mortgage loan originations and
subsequent secondary market mortgage loan sales. In
2000, a higher rate environment existed that resulted in the
lesser levels of reported gains on loan sales for that year.

The Bank recorded net securities gains of $131,436,
$26,247 and $17,149 in 2001, 2000 and 1999, respectively.
These gains were primarily the result of modest portfolio
restructurings. Their purpose was to improve the Bank’s
longer-term interest rate risk position.

NON-INTEREST EXPENSE

Non-interest expense totaled $5,870,931 in 2001, an
increase of $775,199 or 15.2%, compared to $5,095,732 in
2000. Non-interest expense in 2000 increased 15.2% from
$4,425,213 in 1999. The largest increase in non-interest
expense in 2001 compared to 2000 was in salaries and
employees benefits. To a lesser extent, occupancy, and
other non-interest expense also reflect increases for the
comparable periods. The largest increase in non-interest
expense in 2000 compared to 1999 was in salaries and
employee benefits and, to a lesser extent, net occupancy
expense.

The following table presents the major components of non-
interest expense for the years indicated.

Salaries and employee benefits, which represent the
largest portion of non-interest expense, increased
$521,997 or 20.8% in 2001 compared to 2000. These
expenses increased in 2000 by $272,216 or 12.2% over
1999. The 2001 increase reflects the increase in staffing
for the mortgage loan origination function plus normal
salary increases. In past years, the Bank engaged
independent contractors to originate mortgage loans that
are sold in the secondary market. In January 2001, the
Bank employed four full-time mortgage originators and
ceased using independent contractors for this function.
The increase in the level of salaries and employee benefits
for 2000 versus 1999 was due to an increase in staffing
levels to support the Bank's strong balance sheet growth
and opening an additional Bank branch office. Salaries
and employee benefits as a percent of average assets
were 1.45% in 2001, 1.57% in 2000 and 1.60% in 1999.

During 2001, net occupancy expense increased $14,919 to
$724,088 from $709,169 reported in 2000. The increase in
occupancy expenses in 2001 compared to 2000 was due
primarily to contractual rent increases at most of the Bank’s
branch offices. Net occupancy expenses increased by
$119,283 or 20.2% in 2000 over 1999 primarily as a result
of branch expansion costs related to the Hamilton branch
that opened in late 1999.
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The occupancy expense component of total non-interest
expense as a percentage of average assets was 0.35% in
2001, 0.44% in 2000 and 0.42% in 1999, respectively.

Regulatory, professional and other fees increased $80,457
in 2001 or 26.4% over 2000. These expenses increased in
2000 by $97,543 or 47% over 1999. During 2001, the
Bank applied for listing on the National Market System of
the Nasdaq to provide quotations for its shares and provide
improved share liquidity. An increased level of legal and
accounting fees were incurred in order to successfully
achieve this listing in late 2001.

Equipment expenses increased $24,070 or 8.4% fo
$310,702 in 2001 from $286,632 in 2000. Eguipment
expense includes depreciation on furniture and equipment
as well as maintenance on that equipment. Throughout
2001 and 2000, Management continued to upgrade
equipment thereby increasing processing capability to
enhance productively. The Bank’s enhanced technology

has allowed Management to further diversify business and
consumer product lines. The increase in equipment
expenses in 2000 compared to 1999 was the result of
Management's efforts to upgrade the Bank’s technology
capacity to increase productivity and provide quality
customer service.

The Bank’s ratio of non-interest expense to average assels
improved to 2.80% for 2001 compared to 3.19% for 2000
and 3.17% for 1899.

An important industry productivity measure is the efficiency
ratio. The efficiency ratio is calculated by dividing total
operating expenses by net interest income and other
income. An increase in the efficiency ratio indicates that
more resources are being utilized to generate the same or
greater volume of income, while a decrease would indicate
a more efficient allocation of resources. The Bank's
efficiency ratio decreased in 2001 to 61.4% compared to
63.4% in 2000, and 64.1% in 1999.

Non-interest Expenses
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2001 2000 1993 1998

Salaries and employee benefits $3,032,710  $2,510,713 $2,238,497 $1,970,801 $1,519,456
Occupancy expense 724,088 709,169 589,886 476,172 405,128
Equipment expense 310,702 286,632 242,714 155,446 I 187,853
Marketing 190,233 208,294 190,807 178,143 © 94876
Computer services 494,686 415,627 314,970 299,690 170,320
Regulatory, professional and other fees 384,720 304,263 206,720 226,085 127,849
Office expense 330,358 255,387 233,908 195,130 i 172,482
All other expenses 403,434 405,647 407,711 357,843 271,659

Total $5,870,931  $5,095,732 $4,425,213 $3,859,510 $2,949,623




Financial Condition

INTEREST-EARNING ASSETS AND INTEREST-
BEARING LIABILITIES

Average interest-eaming asseis totaled $201,444,003 in
2001, an increase of $49,573,669, or 32.6%, compared to
2000, refiecting growth in the loan and investment
securities porifolios. Loans increased $24,472,488, or
24.6%, to average $123,944,003, while investment
securities increased $15,876,529, or 32.6%, to average
$64,516,613. The growth in interest-eaming assets was
funded by increases in certificates of deposit, demand
deposits, cther borrowed funds and shareholders’ equity.

As a result of interest rates decreasing in the latter part of
2000 and continuing through the year 2001, the annual
average rate earned on interest-earning assets decreased
107 basis points to 7.38% in 2001 from 8.45% in 2000.

Average interest-bearing liabilities totaled $160,231,762 in
2001, an increase of $40,793,016, or 34.2%, compared to
2000. The increase resulted primarily from growth in
money market and NOW accounts as well as certificates of
deposit of $100,000 and over. The average balance of
money market and NOW accounts increased $7,576,820,
or 17.7%, to $50,474,834. The average balance of
certificates of deposit of $100,000 and over increased
$17,703,738 or 209.6%, to $26,149,741 in 2001 primarily
due to customers seeking a secure investment for their
funds during a period of economic turbulence and falling
interest rates. The average interest rate paid on interest-
bearing liabilities decreased 50 basis points to 4.21% in
2001.

CASH AND CASH EQUIVALENTS

At December 31, 2001, cash and cash equivalents totaled
$21,928,214 compared to $7,539,966 at December 31,
2000. Cash and cash equivalents at December 31, 2001
consisted of cash and due from banks of $8,173,550 and
Federal funds sold/shont-term investments of $13,754,664.
the corresponding balances at December 31, 2000 were
$6,839,966 and $700,000, respectively. The higher
balances of cash and cash equivalents at December 31,
2001 were primarily due to increased interest-bearing
deposits balances raised to fund loan growth and manage
the Bank’s liquidity position.

SECURITIES

The Bank’s investment securities portfolio amounted to
$67,6398,984, or 30.2% of total assets at December 31,
2001 compared to $57,041,246, or 31.9% of total assets at
December 31, 2000. On an average balance basis, the
investment securities portfolio represented 32.0% of
average interest-earning assets for the years ended
December 31, 2001 and 2000. The average yield earned
on the porifolio was 6.05% in 2001, a decrease of 69 basis
points from 6.74% eamed in 2000.

Securities available for sale are investments that may be
sold in response to changing market and interest rate
conditions or for other business purposes. Securities
available for sale consist primarily of U.S. Government and
Federal agency securities as well as mortgage-backed
securities. Activity in this portfolio is undertaken primarily to
manage liquidity and interest rate risk and to take
advantage of market conditions that create economically
more attractive retums. At December 31, 2001, available-
for-sale securities amounted to $61,605,057, an increase of
$13,087,486, or 26.9%, from year-end 2000.

Sales of securities available for sale generated a gain of
$131,436 in 2001, compared to a gain of $26,247 in 2000.
Maturities of securities available for sale amounted to
$33,742,940 in 2001 and $1,948,157 in 2000. At
December 31, 2001, the portfolio had a level of net
unrealized losses of $64,610, compared to net unrealized
losses of $254,618 at the end of the prior year as a result
of decreasing interest rates in the latter part of 2000 that
continued throughout 2001. These unrealized
gains/(losses) are reflected net of tax in shareholders’
equity as other comprehensive income or loss.

Securities held to maturity, which are carried at amortized
historical cost, are investments for which there is the
positive intent and ability to hold to maturity. The held-to-
maturity portfolio consists primarily of obligations of states
and political subdivisions. At December 31, 2001,
securities held to maturity totaled $6,034,927, a decrease
of $2,468,748, or 29.0%, from $8,503,675 the prior year.
The market value of the held-to-maturity portfolio at year-
end 2001 was $6,103,760, resulting in a net unrealized
gain of $68,833.

LOANS

The loan portfolio, which represents the Bank's largest
asset, is a significant source of both interest and fee
income. Elements of the loan portfolio are subject to
differing levels of credit and interest rate risk. The Bank's
primary lending focus continues to be commercial loans,
owner-occupied commercial mortgage loans and tenanted
commercial real estate loans. Total loans averaged
$123,944,552 during 2001, an increase of $24,472,488, or
24.6%, compared to an average of $99,472,064 in 2000.
Growth in the average loan portfolio balance was
generated primarily by an increase of $23,164,726 or
66.5%, in commercial mortgage and construction wholesale
loans. At December 31, 2001, total loans amounted to
$124,937,483 compared to $110,356,471 the prior year, an
increase of $14,581,012 or 13.2%. The average yield
earned on the loan portfolio was 8.52% in 2001 compared
to 9.37% in 2000, a decrease of 85 basis points. This
decrease is primarily due to the lower interest rate
environment that existed throughout 2001.
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Commercial loans averaged $23,804,565 for 2001, a
modest decrease of 8.1% compared to 2000. Commercial
loans are made to small to middle market businesses and
are typically working capital loans used to finance
inventory, receivables or equipment needs. These loans
are generally secured by business assets of the
commercial borrower. The average vyield on the
commercial loan poitfolio decreased 21 basis points to
10.64% in 2001 from 10.85% the prior year. The declining
interest rate environment that existed throughout 2001,
especially the lower average prime rate, and competitive
pricing resulted in the decreased yield on this portfolio.

Commercial mortgages and construction wholesale loans
averaged $58,004,941 for 2001, an increase of 66.5%
compared to 2000. Generally, these loans represent
owner-occupied or investment properties and complement
a broader commercial relationship with the borrower.
Construction loans are strictly underwritten with advances
made only after work is completed and inspected by
qualified professionals. The average vield on the
commercial mortgages and construction wholesale loan
portfolio decreased 108 basis points to 7.71% from 8.79%
the prior year.

Residential mortgages and construction retail loans
averaged $19,842,072 for 2001, an increase of 12.2%
compared to 2000. These loans consist primarily of
residential mortgage loans, home equity loans and
business loans secured by residential real estate. The
average Yyield on this portfolio decreased 19 basis points to
7.79% for 2001 from 7.98% the prior year.

The following table provides information concerning the
interest rate sensitivity of the Bank's commercial and
commercial real estate loans and construction loans at
December 31, 2001.

Maturity Range

After One
Within But After
Tvpe One Within Five
P Year Five Years Years Tota
Commercial &
Commercial
real estate $29,169,401 $28,970,325 $4,303,027 $62,442,753
Construction
Loans 29,021 1 364,465 0 29,385,096
Total $58,180,037  $29,334.790  $4.303027  $91,827.849
Fixed rate loans $7,292,350 $7,242,581 $0 $14,534,931
Floating rate loans 50,897,682 22,092,209 4,303,027 77,292,918
Total $58,190.032  $29,334.7900  $4,303.027 591,827,849

NON-PERFORMING ASSETS

Non-performing assets consist of non-performing loans and
other real estate owned. Non-performing loans are
composed of (1) loans on a non-accrual basis, (2) loans
which are contractually past due 90 days or more as to
interest and principal payments but have not been
classified as non-accrual and (3) loans whose terms have
been restructured to provide a reduction or deferral of
interest on principal because of a deterioration in the
financial position of the borrower.

The Bank’s policy with regard to non-accrual loans varies
by the type of loan involved. Generally, loans are placed
on a non-accrual status when they are 90 days pasi due
unless these loans are well secured and in the process of
collection or, regardless of the past due status of the loan,
when management determines that the complete recovery
of principal or interest is in doubt. Consumer loans are
generally charged off after they become 90 days past due.
Subsequent payments are credited to income only if
collection of principal is not in doubt.

Non-performing loans totaled $618,102 at December 31,
2001, an increase of $40,103 from the $577,999 reporied
at December 31, 2000. The following table sets forth non-
performing assets and risk elements in the Bank’s portfolio
by type for the years indicated. As the table demonsirates,
loan quality and ratios remain strong. This was
accomplished through quality loan underwriting, a proactive
approach to loan monitoring and aggressive workout
strategies.

Non-performing assets increased $40,103 to $618,102 at
December 31, 2001 compared to $577,999 at December
31, 2000. Non-performing assets represented 0.28% of
total assets at December 31, 2001 and 0.32% at December
31, 2000. Non-performing assets as a percentage of toial
loans were 0.49% at December 31, 2001, compared to
0.52% at December 31, 2000. There is no assurance this
positive trend will continue in the future.

The Bank had no restructured loans, other real estate
owned or potential problem loans at December 31, 2001
and 2000.

At December 31, 2001 the Bank had no loans that were 80
days or more past due but still accruing interest income
compared to $471,040, or 0.43% of total loans at
December 31, 2000. Management’s decision to accrue
income on these loans was based on the level of collateral
and the status of collection efforts.




Non-Performing Assets and Loans

2001 2000 1999 1998 1997

Non-Performing loans:

Loans S0 days or more past due and still accruing $0 $471,040 $135,598 $0 $224,124

Non-accrual loans 618,102 108,959 501,756 95,693 162,824

Total non-performing 618,102 577,999 637,354 95,693 386,948
Other real estate owned 0 0 0 0 155,482

Total non-performing assets $618,102 $577,999 $637,354 $95,693 $542,482
Non-performing loans to total loans 0.49% 0.52% 0.75% 0.12% 0.60%
Non-performing assets to total assets 0.28% 0.32% 0.43% 0.07% 0.53%

ALLOWANCE FOR LOAN LOSSES AND

RELATED PROVISION

The allowance for loan losses is maintained at a level
sufficient to absorb estimated credit losses in the loan
portfolio as of the date of the financial statements. The
allowance for loan losses is a valuation reserve available
for losses incurred or inherent in the loan portfolio and
other extensions of credit.

Management utilizes a systematic and documented
allowance adequacy methodology for loan losses that
requires specific allowance assessment for all loans,
including real estate mortgages and consumer loans. This
methodology assigns reserves based upon credit risk
ratings for all loans. The reserves are based upon various
factors, including historical performance and the current
economic environment. Management continually reviews
the process used to determine the adequacy of the
allowance for loan losses. Allocations to the allowance for
loan losses, both specific and general, are determined after
this review. Loans are classified based on internal reviews
and evaluations performed by the lending staff. These
evaluations are, in tum, examined by the Bank’s internal
loan review specialist. A formal loan review function,
independent of loan origination, is used to identify and

monitor risk classifications. The following table presents,
for the years indicated, an analysis of the allowance for
loan losses and other related data.

At December 31, 2001, the allowance for loan losses was
$1,414,495 compared to $1,132,555 at the end of the prior
year, an increase of $281,940, or 24.9%. The ratio of the
allowance for loan losses to total loans at December 31,
2001 and 2000 was 1.13% and 1.02%, respectively. The
allowance for loan losses as a percentage of non-
performing loans was 228.84% at December 31, 2001,
compared to 195.94% at the end of 2000. The quality of
the loan portfolio remains strong and it is Management’s
assessment that the allowance for loan losses is adequate
in relation to credit risk exposure levels.

The provision for loan losses was $300,000 for the year
ended December 31, 2001, an increase of $84,125, or
39.0%, from $215,875 recorded in 2000. While the quality
of the loan portfolio remains sound, the increase in the
provision for loan losses was due to loan growth, the
increase in non-accrual loans and the current econamic
conditions in the Bank’s marketplace. Net charge offs in
2001 amounted to $18,060 compared to $24,876 recorded
in 2000.

Allowance for Loan Losses

2001 2000 1999 1998

Balance, beginning of period $1,132,555 $941,556 $775,530 $627,722 $444,815
Provision charged to operating expenses 300,000 215,875 188,875 178,000 169,000
Loans charged off (20,973) (28,158) (26,662) (32,971) (7,953)
Recoveries 2,913 3,282 3,813 2,779 21,860
Net (charge offs) / recoveries (18,080) (24,876) (22,849) (30,192) 13,907
Balance, end of period $1,414,495 $1,132,555 $941,556 $775,530 $627,722
Loans :

At year end $124,937,483 $110,356,471 $84,917,616  $77,272,145  $64,254,810

Average during the year 123,944,552 99,472,064 87,145,813 72,910,093 54,474,763

Net charge offs to average loans outstanding (0.01%) (0.03%) (0.03%) (0.04%) 0.03%
Aliowance for loan losses to:

Total loans at year end © 1.13% 1.02% 1.11% 1.00% 0.98%

Non-performing loans 228.84% 195.94% 147.73% 810.44% 162.20%
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The following table describes the allocation of the allowance for loan losses among the various categories of loans and certain
other information as of the dates indicated. The allocation is made for analytical purposes and is not necessarily indicative of
the categories in which future losses may occur. The total allowance is available to absorb losses from any segment of loans.

Allocation of the Allowance for Loan Losses
December 31, 2001

December 31, 2000

December 31, 1299

% of loans % of loans % of loans
in each in each in each
category to category to category to
Amount total loans Amount total loans Amount total loans
Balance at end of period applicable to:
Domestic:
Commerecial, financial, and agricultural $707,248 51% $577,603 50% $480,194 50%
Real estate — construction 325,334 23% 271,813 16% 225,973 16%
Real estate — residential mortgage 127,305 9% 135,907 14% 112,987 13%
Installment loans to individuals 169,732 12% 79,279 13% 65,902 14%
Lease financing 70,725 5% 45,302 7% 37,662 7%
Unallocated 14,144 22,651 18,831
$1,414,495 100% $1,132,555 100% $941,556 100%
DEPOSITS

Deposits, which include demand deposits (interest bearing
and non-interest bearing), savings and time deposits, are a
fundamental and cost-effective source of funding. The
Bank offers a variety of products designed to attract and
retain customers, with the Bank's primary focus being on
building and expanding long-term relationships. Deposits
in 2001 averaged $170,516,851, an increase of
$39,384,937, or 30.0% compared to the 2000 average. At
December 31, 2001, total deposits were $184,264,798, an
increase of $49,247,369, or 36.5%, from year-end 2000.
The average rate paid on the Bank’s deposit balances in
2001 was 3.34% decreasing from the 3.61% average rate
for 2000.

A significant contributor to the record level of deposit
growth in the year 2001 were demand deposits (interest
bearing and non-interest bearing) which increased
$23,476,327, or 32.0%, from year-end 2000 to $96,841,430
at December 31, 2001. Average non-interest bearing
demand deposits were $30,209,573 for 2001, an increase
of $4,612,580, or 18.0%, from the prior year. Non-interest
bearing demand deposits represent a stable, interest-free
source of funds. Growth in business and personal
checking accounts generated most of the increase,

Interest bearing demand deposits, which include interest-
bearing checking, money market and the Bank’s premier
money market product, 1% Choice accounts, increassed
$7,5676,820, or 17.7%, to an average of $50,474,834 in
2001. The average cost of interesi-bearing demand
deposits decreased 74 basis points to 2.51% in 2001
compared to 2.71% in 2000. Other time deposits, which
consist primarily of retail certificates of deposit, increased
$9,353,141, or 21.5%, in 2001 to average $52,943,869.
The average cost of other time deposits decreased 23
basis points to 5.58% in 2001 from 5.81% in 2000.

Certificates of deposit $100,000 and over are primarily
used as an additional funding source to support balance
sheet growth and as an alternative to other sources of
borrowed funds. These deposits averaged $28,149,741
during 2001, an increase of $17,703,738 or 208.6%, from
2000. The average cost of these deposits decreased 134
basis points during the year to 4.71% compared with 8.05%
in 2000.

The following table illustrates the components of average
total deposits for the past five years.

primarily due to competitive minimum balance
reguirements. _
Average Deposit Balances
2001 2000 1999 1998 1997
Average Percentage Average Percentage Average Percentage Average  Percentage Average  Percentage
Balance of Total Balance of Total Balance of Total Balance of Total Balance of Total
Non-interest bearing demand
deposits $30,208,573 17.72% $25,596,993 19.52% $21,842,138 18.87%  $18,298818 19.53%  $11,528,701 16.46%
Interest bearing demand deposits 50,474,834 29.60% 42,898,014 32.71% 33,681,758  29.10% 28,185,714 30.08% 19,075,543 25.68%
Savings deposits 10,738,835 6.30% 10,600,178 8.08% 9,956,583 8.60% 8,815,710 9.41% 8,643,343 11.59%
Certificates of deposit of $100,000
or more 26,149,741 15.34% 8,446,002 6.44% 6,969,581 6.02% 8,469,513 9.04% 9,500,186 12.74%
Other time deposits 52,943,869  31.04% 43,580,728 33.25% 43,300,649 37.41% 29,907,645 31.93% 25,816,637 34.62%
Total $170,516.852  100.00% _$131,131,915 100.00% _$115750,709  100.00% _$93,677.400 _ 100.00% _$74.564.410  100.00%




OTHER BORROWED FUNDS

Other borrowed funds are mainly comprised of repurchase
agreements and Federal Home Loan Bank (“FHLB”)
borrowings. These borrowings are primarily used to fund
asset growth not supported by deposit generation. During
2001, the average balance of other borrowed funds was
$19,924,483, an increase of $6,020,659, or 43.3% from the
average balance of $13,903,824 for 2000.

The balances of other borrowed funds was $15,500,000 at
both December 31, 2001 and 2000. The average cost of
other borrowed funds decreased 122 basis points during
the year to 5.21% compared with 6.43% in 2000.

During 2000, the Bank purchased three ten-year fixed rate
convertible advances from the FHLB. These advances, in
the amounts of $2,500,000; $5,000,000; and $5,000,000
bear interest at the rates of 5.50%; 5.34%; and 5.06%,
respectively. These advances are convertible at the end of
1 year; 2 years; and 3 years and quarterly thereafter and
reduce the Bank’s exposure to rising interest rates.

These advances are fully secured by marketable securities
and qualifying one-to-four family mortgage loans.

SHAREHOLDERS’ EQUITY AND DIVIDENDS
Shareholders’ equity at December 31, 2001 was
$17,432,944, an increase of $2,212,114, or 14.5%,
compared to the prior year. Book value per common share
rose to $12.47 compared to $10.83 at December 31, 2000.
The increase in shareholders’ equity and book value per
share resulted from net income of $2,152,001, less the
effect of stock buybacks and net unrealized holding losses
on securities.

In 2000, the Board of Directors authorized a stock buyback
program that allows for the repurchase of a limited number
of the Bank's shares at management’s discretion on the
open market. The Bank undertook this repurchase
program in order to increase shareholder value. During
2001, 4,610 shares of common stock were purchased on
the open market and, during 2000, 1,890 shares were
purchased on the open market under this program.
Treasury stock totaled $83,190 at December 31, 2001
compared to $20,204 at December 31, 2000.

During the period 1897 — 2001, the Bank has achieved a
four year compounded growth rate for shareholders’ equity
of 28.6%. In addition, the Bank’s book value per share has
increased over this period at a compounded growth rate of
15.5%. In lieu of cash dividends, the Bank has declared a
stock dividend every year since 1992, which has been paid
every year since 1993. A 5% stock dividend was declared
in the years 2001, 2000 and 1999.

During December 2001, the Bank’s stock became listed for
trading on the NASDAQ National Market System, under
the symbol “FCCY”.

1st Constitution Bancorp and its bank subsidiary are
subject to various regulatory capital requirements
administered by the Federal Reserve Board and the
Federal Deposit Insurance Corporation. For information on
regulatory capital, see Note 13 of the Notes to
Consolidated Financial Statements.

LIQUIDITY
Liquidity measures the ability to satisfy current and future
cash flow needs as they become due.

Liquidity management refers to the Bank’s ability to support
asset growth while satisfying the borrowing needs and
deposit withdrawal requirements of customers. In addition
to maintaining liquid assets, factors such as capital
position, profitability, asset quality and availability of
funding affect a banks’ ability to meet its liquidity needs.
On the asset side, liquid funds are maintained in the form
of cash and cash equivalents, Federal funds sold,
investment securities held to maturity maturing within one
year, securities available for sale and loans held for sale.
Additional asset-based liquidity is derived from scheduled
loan repayments as well as investment repayments of
principal and interest from mortgage-backed securities. On
the liability side, the primary source of liquidity is the ability
to generate core deposits. Short-term borrowings are used
as supplemental funding sources when growth in the core
deposit base does not keep pace with that of eamings
assets.

The Bank has established borrowing relationship with the
FHLB and its correspondent banks which further support
and enhance liquidity.

The Consolidated Statements of Cash Flows present the
changes in cash from operating, investing and financing
activities. At December 31, 2001, the balance of cash and
cash equivalents was $21,928,214.

Net cash used in operating activities totaled $2,144,031 in
2001 compared to $2,202,761 in cash provided by
operating activities in 2000. The primary source of funds is
net income from operations adjusted for provision for loan
losses, depreciation expenses, and amortization of
intangibles.

Net cash used in investing activities totaled $25,512,229 in
2001 compared to $35,620,727 in 2000. The increase in
usage resulted from an increase in loans and available for
sale securities.

Net cash provided by financing activities amounted to
$42,044,508 in 2001 compared to $28,541,065 in 2000.
The increase in 2001 resulted primarily from an increase in
deposits.

31+




45 2

The securities porifolios are also a source of liquidity,
providing cash flows from maturites and periodic
repayments of principal. During 2001, maturities of
investment securities totaled $39,040,956. Contractual
and anticipated principal payments from the securities
portfolios are expected to be approximately $11,096,3989 in
2002. Another source of liquidity is the loan porifolio,
which provides a steady flow of payments and maturities.

INTEREST RATE SENSITIVITY ANALYSIS

The largest component of the Bank’s total income is net
interest income, and the majority of the Bank's financial
instruments are composed of interest rate-sensitive assets
and liabilities with various terms and maturities. The
primary objective of management is to maximize net
interest income while minimizing interest rate risk. Interest
rate risk is derived from timing differences in the repricing
of assets and liabilities, loan prepayments, deposit
withdrawals, and differences in lending and funding rates.
Management actively seeks to monitor and control the mix
of interest rate-sensitive assets and interest rate-sensitive
liabilities.

The following tables set forth certain information relating to
the Bank's financial instruments that are sensitive to
changes in interest rates, categorized by expected maturity
or repricing and the instruments fair value at December 31,
2001.

The Bank continually evaluates interest rate risk
management opportunities, including the use of derivative
financial instruments. Management believes that hedging
instruments currently available are not cost-effective, and
therefore, has focused its efforis on increasing the Bank’s
spread by attracting lower-costing retail deposits.

In addition to utilizing the gap ratio for interest rate risk
assessment, management utilizes simulation analysis
whereby the model estimates the variance in net income
with a change in interest rates of plus or minus 300 basis
points over a twelve and twenty-four month period. Given
recent simulations, net interest income would be within
policy guidelines regardless of the direction of market
rates.

MARKET RISK ANALYSIS

To measure the impacts of longer-term asset and liability
mismatches beyond two years, the Bank utilizes Modified
Duration of Equity and Economic Value of Portfolio Equity
(“EVPE") models. The modified duration of equity

measures the potential price risk of eguity io changes in
interest rates. A longer modified duration of equity
indicates a greater degree of risk to rising interest rates.
Because of balance sheet optionality, an EVPE analysis is
also used to dynamically model the present value of asset
and liability cash flows, with rates ranging up or down 200
basis points. The economic value of equity is likely io be
different as interest rates change. Results falling outside
prescribed ranges require action by Management. At
December 31, 2001 and 2000, the Bank’s variance in the
economic value equity as a percentage of assets with an
instantaneous and sustained parallel shift of 200 basis
points is within the negative 3% guideline, as shown in the
tables below.

The market capitalization of the Bank should not be
equated to the EVPE, which only deals with the valuation
of balance sheet cash flows using conservative
assumptions. Calculated core deposit premiums may be
less than what is available in an outright sale. The mode!
does not consider potential premiums on floating rate loan
sales, the impact of overhead expense, non-interest
income, taxes, industry market price multiples and other
factors reflected in the market capitalization of a company.

Market Risk Analysis

December 31, 2001

Change in Rates Flat -200bp +200bp
Economic Value
of $22,128,000 $21,465,000 $19,108,000
Portfolio Equity
Change (663,000) (3,019,000)
Change as a %
of assets (0.30%) (1.35%)
December 31, 2000
Change in Rates Flat -200bp +200bp
Economic Value
of $22,759,000 $19,559,000 $19,727,000
Portfolio Equity
Change (3,200,000) (3,032,000)
Change as a %
of assets (1.79%) (1.70%)




INTEREST RATE SENSITIVITY ANALYSIS AT DECEMBER 31, 2001

($ in thousand)}

Interest Sensitivity Period

Non-interest

Total One Year Sensitive and
30 Day 90 Day 180 Day 365 Day Within To Over Two
One Year Two Years Years Total

Eaming Assets!

Total Investment

Securities $5,370 $3,308 $2,905 $6,902 $18,485 $13,028 $36,127 $67,640

Loans 56,665 2,341 3,188 5,626 67,820 12,225 45,467 125,512

Other Interest-earning

assets 20,914 20,914 9,692 30,606

82,949 5,649 6,093 12,528 107,219 25,253 91,286 223,758

Source of Funds:

Savings and time deposits 9,596 16,590 15,345 18,162 59,693 16,020 10,691 86,404

Other interast-bearing

liabilities 41,472 393 589 1,178 43,632 2,356 38,546 84,534

Non-interest-bearing

sources 3,832 3,832 48,988 52,820

54,900 16,983 15,934 19,340 107,157 18,376 98,225 223,758

Asset (Liability Sensitivity Gap:

Period Gap $28,049 ($11,334) ($9,841) ($6,812) $62 $6,877 ($6,939) $0

Cumutative Gap $28,049 $16,715 ($6,874) $62 $62 $6,939

Cumuiative Gap to

Total Assets 12.5% 7.5% 3.1% 0.0% 0.0% 3.1%

RECENT ACCOUNTING PRONOUNCEMENTS

On October 3, 2001, the Financial Accounting Standards
Board (“FASB”) issued Statement of Financial Accounting
Standards (“SFAS") No. 144, “Accounting for the
impairment or Disposal of Long-Lived Assets’, which
addresses financial accounting and reporting for the
impairment or disposal of long-lived assets. While SFAS
No. 144 supersedes SFAS No. 121, “Accounting for the
Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of, it retains many of the
fundamental provisions of that Statement. The Statement
is effective for fiscal years beginning after December 15,
2001. The initial adoption of SFAS No. 144 did not have a
significant impact on the Company’s consolidated financial
statements.

in August, 2001, the FASB issued SFAS No. 143,
“Accounting for Asset Retirement Obligations,” which
addresses financial accounting and reporting for
obligations associated with the retirement of tangible long-
lived assets and the associated asset retirement costs.
SFAS No. 143 requires an enterprise to record the fair
value of an asset retirement obligation as a liability in the
period in which it incurs a legal obligation associated with
the retirement of tangible long-lived assets. The Company
is required to adopt the provisions of SFAS No. 143 for
fiscal years beginning after June 15, 2002. The Company
does not anticipate that SFAS No. 143 will significantly
impact the Company’'s consolidated financial statements.

On July 20, 2001, the FASB issued SFAS No. 141,
“Business Combinations,” and SFAS No. 142, “Goodwill

and Other Intangible Assets.” SFAS No. 141 requires that
the purchase method of accounting be used for all
business combinations initiated after June 30, 2001, as
well as all purchase method business combinations
completed after June 30, 2001. SFAS No. 141 also
specifies criteria which intangible assets acquired in a
purchase method business combination must meet to be
recognized and reported apart from goodwill. SFAS No.
142 will require that goodwill and intangible assets with
indefinite useful lives no longer be amortized, but instead
be tested for impairment at least annually in accordance
with the provisions of SFAS No. 142. SFAS No. 142 will
also require that intangible assets with definite useful lives
be amortized over their respective estimated useful lives to
their estimated residual values, and periodically reviewed
for impairment.

SFAS No. 142 requires that goodwill and any intangible
assets determined to have an indefinite useful life that are
acquired in a purchase business combination completed
after June 30, 2001, will not be amortized, but will continue
to be evaluated for impairment in accordance with the
appropriate pre-SFAS No. 142 accounting literature.
Goodwill and intangible assets acquired in business
combinations completed before July 1, 2001 will continue
to be amortized prior to the adoption of SFAS No. 142.

The Company adopted the provisions of SFAS No. 141 in
July, 2001. The initial adoption of SFAS No. 141 had no
impact on the Company's consolidated financial
statements. The Company is required to adopt SFAS No.
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142 effective January 1, 2002. The Company currently has
no recorded goodwill or core deposit intangible assets and,
therefore, the initial adoption of SFAS Nos. 142 had no
impact on the Company's consolidated financial
statements.

- FORWARD-LOCOKING STATEMENTS

This annual report contains cerain forward-looking
statements, either expressed or implied, which are
provided to assist the reader in understanding anticipated
future financial performance. These forward-looking
statements involve certain risks, uncertainties, estimates
and assumptions made by Management.

One of the Bank's primary objectives is to achieve
balanced asset and revenue growth, and at the same time
expand market presence and diversify the line of financial
products. However, it is recognized that objectives, no

matter how focused, are subject to factors beyond the
control of the Bank which can impede our ability to achieve
these goals.

Factors that my cause actual results to differ from those
results expressed or implied, include, but are no limited to,
the overall economy and the interest rate environment; the
ability of customers to repay their obligations; the
adequacy of the allowance for loan losses; competition;
significant changes in accounting, tax or regulatory
practices and requirements; and technological changes.
Although Management has taken certain steps to mitigate
any negative effect of the aforementioned items, significan?
unfavorable changes could severely impact the
assumptions used and have an adverse efiect on
profitability.




Unaudited Quarterly Financial Data

2001
Dec. 31 Sept. 30 June 30 March 31
Summary of Operations
Interest income $3,608,314 $3,768,826 $3,783,782 $3,635,063
Interest expense 1,554,971 1,698,477 1,810,506 1,677,184
Net interest income 2,053,343 2,070,349 1,973,276 1,957,879
Provision for loan losses 120,000 60,000 60,000 60,000
Net interest income after 1,933,343 2,010,349 1,913,276 1,897,879
provision for loan losses
Non-interest income 486,881 410,553 328,852 278,936
Non-interest expense 1,523,276 1,514,054 1,414,865 1,418,736
Income before income taxes 856,948 806,848 827,263 758,079
Federal and state income taxes 333,994 329,160 296,158 277,825
Net income $562,954 $577,688 $531,105 $480,254
Net income per Common Share :
Basic $0.40 $0.41 $0.38 $0.34
Diluted $0.39 $0.40 $0.37 $0.33
Operating Ratios (annualized)
Retum on average assets 0.97% 1.07% 1.10% 1.05%
Retum on average equity 12.74% 13.81% 13.72% 12.71%
Bzlance Shest Data (at period end)
Assets $223,758,463  $221,211,884  $222,429,336  $207,151,954
Deposits 184,264,796 163,660,816 168,523,032 152,264,496
Loans 124,937,483 124,695,411 121,513,703 117,118,450
Shareholders' equity 17,432,944 17,431,828 16,381,264 15,878,609
Allowance for loan losses (1,414,495} (1,314,582) (1,253,646) (1,193,336)
2000
Dec. 31 Sept. 30 June 30 March 31
Summary of Operations
Interest income $3,674,102 $3,268,411 $2,988,578 $2,861,146
Interest expense 1,653,486 1,482,616 1,307,449 1,180,849
Net interest income 2,020,616 1,785,795 1,681,129 1,680,297
Provision for loan losses 80,875 45,000 45,000 45,000
Net interest incorne after 1,939,741 1,740,795 1,636,129 1,635,297
provision for loan losses
Non-interest income 219,379 241,670 255,718 149,111
Non-interest expense 1,314,244 1,323,198 1,264,758 1,203,532
Income before income taxes 844 876 659,267 637,089 580,876
Federa! and state income taxes 312,030 236,100 231,500 212,700
Net income $532,846 $423,167 $405,589 $368,176
Net income per Common Share :
Basic $0.38 $0.30 $0.29 $0.27
Diluted $0.37 $0.30 $0.29 $0.26
Operating Ratios (annualized)
Retum on average assets 1.19% 1.10% 1.10% 1.02%
Retum on average equity 14,80% 13.16% 12.93% 11.83%
Balance Sheet Data (at period end)
Assets $178,840,375 $167,035360 $163,140,756  $151,836,027
Deposits 129,193,041 128,451,438 127,997,450 115,402,456
Loans 110,356,471 105,342,311 103,688,923 92,007,637
Shareholders' equity 15,220,830 13,969,004 13,271,418 12,806,567
Allowance for loan losses (1,132,555) (1,069,775} (1,025,241) (980,229)
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